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TEANSLATOE’S PEEFACE 

The book, of wMcb a translation appears in the following pages, 
is the first of the two volumes in which the second (revised) 
edition of Dr. N, G. Piehson’s classical Treatise on Economics 
has appeared.^ The plan of the work, as explained on pp. 36-43 
of the introductory chapter, involves an arrangement of the 
subject-matter under four general heads. Two of these are 
dealt with in the present volume, viz. Value m Exchanoe, 
and Money — ^Parts I. and 11. respectively of the Treatise. 

The second volume (now in course of translation) treats 
of Production, which forms Part III., and The Kevenue of 
THE State, which forms Part IV. of the work. Only a few 
months have elapsed since the appearance of the revised 
edition of Part IV. 

In agreeing to undertake the preparation of an English 
version of this standard work, the translator was influenced by 
the words with which Professor Edoeworth concluded an 
appreciative review of Part I. of the second volume m the 
Economic Journal ; ^ but still more by the author’s reputation 

^ Leerboek der Staathwshoudkunde, door Mr. N. G. Piersok. Tweede, 
herziene druk (Haarlem, B. Erven F. Bohn, 1896-1902). 

^ Vol. vii. p. 582. Professor Edgeworfh concludes his review as follows : 
“ We still cherish the hope that the work in its entirety wiU he made accessible 
to the English reader by being translated into some language more generally 
familiar than Butch. There is a quality in the work which is probably demanded 
by our public more than much of the home-made article. 

“ The Times no doubt expressed a national sentiment when, reflecting upon 
Waekee’s death, their leader-writer said that he resembled the older classical 
economists, who kept in touch with practical life and had no idea of making 
their science a collection of refinements remote from the business of the world. 

“ That combination of the man of afiairs and the professional economist, 
which has become uncommon in England, is to be found in the Prime Minister 
of Holland.” 
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as a writer wlio has the singular gift of being able to dis- 
pense with words of erudition in explaining the theories of 
economics. 

Dr. Pierson’s f^^liarity with our language, and his 
kindness in revising the grootsheets, have saved him from 
much of the injustice which an author is sure to suffer at the 
hands of his translator. Consequently it is hoped that in the 
present case the injustice may be merely negative- -such as 
must arise from differences of idiom, which make it impossible 
for a translator to reproduce the simplicity and elegance of 
diction which characterise his original. 

Owing to the limited amount of leisure at the transktor’i 
disposal, the time that has passed since the publication of the 
Dutch volume has been unavoidably long. Where, however, 
important legislative or other changes affecting matters dis- 
cussed in the book have occurred in the interval, reference to 
the fact will be found in an Appendix consisting of notes, many 
of which have been specially prepared by the author with the 
object of bringing the book up to date. 

The translator is greatly indebted to Mr. C. P. Sangbe of 
Lincoln’s Inn for his kindness in reading and criticising the 
proof-sheets, and to Professor Edoeworth for advising him on 
a number of points which arose in the course of the work. 

London, August 1902. 


A. A. W. 
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most oases be nimeoessary if the advice given above I-® 

173. Private philanthropy should aim at submuting good for bad 
dwellings, 174. The aim should be to render bad dwellings no longer 
obtainable, 176. 
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have reference either (a) to the prices of things in relation to each 
other, or (6) to the purchasing power of money, 341. No useful 
general formula as to the causes which regulate (a) can be found, 
Variety of these causes, 343. 


§ 2. Monopoly Prices 

The monopolist will often reduce his prices in order that his aggregate 
profits may not be reduced, 344. This safeguard against excessive 
dearness cannot always be depended upon ; Sir Eowxand Htu/s 
mistake, 345. Having regard to this, it behoves public authorities 
to take certain precautions when granting privileges to private persons 
or corporations, 346. Prices of goods, the production of which 
requires the exercise of special qualifications, 346, 347. 


§3. Prices obtained by Persons producing tbe same 
Article under tbe same Circumstances . . * 

The prices of such goods will tend to be so regulated that the services 
rendered in the production of each article shall be recompensed at a rate 
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between the prices of things shall always coincide with that between 
their respective efforts of production, 349. Causes of difference in 
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thJ^ product which it receives in exchange, 360, 351. 


§ 4. Tbe Prices of Goods 
Circumstances 


produced under dissimilar 
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Examples of dissimilarity in circumstances of production, 351, 352. Ex- 
planation and defence of Ricardo’s proposition that the prices of sucli 
goods are regulated not by the less quantity of labour that will suffice 
for their production under circumstances highly favourable and ex- 
clusively enjoyed by those who have peculiar facilities of production, 
but by the greater quantity of labour necessarily bestowed on their 
production by those who produce them under the most unfavourable 
circumstances, 352, 353. RiCABDO’stheory is incomplete, however, for 
the price determines the demand, 354. Bearing this in mind, we arrive 
at the theory that, in the case of any given article, there is a price 
at which the quantity that could bo sold and the quantity that cotild 
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INTEODUCTION 


§1 

Economics, Economic Politics, and Social Politics^ 

Economics may be described as the science which teaches 
us what rules mankind should observe in order to advance in 
material prosperity. Other definitions are to be found in 
books, but the one just given is current in daily life. As 
will subsequently appear, it is not a perfect definition. Yet 
it is not so defective as some persons hold it to be ; and since 
we have taken upon ourselves the task of stating the scope 
of economics, we will begin by proving this. 

Many persons are of opinion that a rigid distinction should 
Ibe made between economics as a science and economics as 
fan art; or, as it is usually expressed, between theoretical 
leconoraics and economic politics. The German author, Eau, 
was one of the first to make this distinction. In his 
text-book of 1826 , accepted for decades in Germany as the 
text-book far excellence, Rau divides “Politische Oekonomie’’ 
into two branches ; the first he calls Volkswirthschaftslehre,’’ 
and the second Volkswirthschaftspolitik.” This division has 
found favour with many other writers, including Menger the 

^ This is a literal rendering of the Stmthmshoudhunde, Economische 

Politick en SociaU Politick. The most difficult term in it is Politiek, the 
German Poliiik There is no word in common use in English which translates 
it exactly ; but Politics is getting into use for th^e purpose, and it will be so 
used throughout the translation. It means the practical applications of a 
science. But these may be regarded either as constituting an Applied Science^ 
that is, a body of knowledge arranged with reference to immediate practical 
uses,4>r as an Art or set of precepts. — A. A. W. 
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Austrian author, who adopts it in the very interesting work 
which he puhhshed in 1883 under title 
unqen Uher die Methode d&r Socialwissenschaften. ^ We have to 
exLne whether any grounds exist for maintaining this dis- 
tinction of Rau’s. It is essential that we should do this i . 
we are to acq.uire a correct’knowledge of the nature of economic 

^’'°S™he first glance the distinction seems most desirable. 
^Economics simply explains, economic politics pmscn^s rales. 
'The former states what is, the latter what ought to ^ e. 
'The one is pure science; the other is applied science.'^ How 
’ are wages determined under a system of free competition . 
‘We look to economics for an answer. Is it expedient that 
wages should be fixed by the Government ? This question 
belongs to the domain of economic pohtics.^Such questions 
differ genericaUy, so that nothing but confusion can ensue it 
we mix them up— a confusion not quite, but to some extent, 
analogous to that which would arise if we were to neglect to 
distinguish between jus constitutum and jus consUtuAndum. ^ _ 

If '’this be so, then the error of the current definition 
of economics lies in assigning to it the functions of econonuc 
poHtics, and leaving us in a state of uncertainty as to the 
object of economics itself. 

But this would not be fair criticism. However worthy of 
respect Rau’s distinction may be, on account of its age and 
the authority of the man who invented it, we shall find, when 
we have examined it more closely, that it cannot be maintained, 
and that it is, in any case, of httle importance. Let there be 
no misunderstanding about the meaning of words. i,Hy economic 
i politics we do not understand legislation involving a certain 
f care for economic interests,, but legislation exclusively directed 
i to that aim though it may have the efiect of promoting other 
iinterests as well. Take currency legislation as one example 
lout of many. A sound currency legislation is necessary in 
/the interests of exchange ; it in turn protects debtors and 
creditors from loss. It also exerts an influence in other direc- 
tions; in the domains of morality and statesmanship, iliis, 
however, is true of any measure intended to safeguard economic 
interests, and changes neither the character nor the tendency of 
the measure. The regulation of customs tariffs affords another 
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and a very telling example. When import duties are high, 
smuggling increases; bad moral effects therefore result from 
such duties. But bad political effects also result from them, 
for they produce ill-feeling abroad. Th^ protectionist does 
not shut his eyes to this. He accepts the evil for the sake 
of the advantages which he exp|cts to follow from high 
import duties as means for developing national industry. 
Thus the economic politics ” which he advocates fully merits 
the name ; and it would be very misleading ever to use the 
expression in any other sense. It means legislation which 
has in view the furtherance of material welfare and nothing 
more. The legislator or administrator may, it is true, en- 
deavour, by one and the same measure, to promote economic 
as well as other interests ; but in that case his legislation 
is of a mixed character — ^it is economic, and something else 
besides. 

When we limit the term in this way we see at once that 
no clear boundary-line can be drawn between explaining and 
prescribing economic rules — ^using the word rules in the sense 
not of absolute, but of conditional precepts — a term which will 
presently be explained. An advocate of the single monetary 
standard produces a strictly theoretical demonstration, in 
which he describes the effect of a double standard as follows : 
alternately, one or the other metal will become the measure 
of value, and always that metal, of which the production has 
increased too rapidly ; repeated dislocations of commerce will 
ensue ; the same dislocations will occur in banking, owiDg to 
the necessity for movements of metals, which the single 
standard would have obviated ; a perpetual state of un- 
certainty will prevail in the money market ; merchants will 
conclude their bargains, not in ny>ney but in gold, in order 
to secure themselves against loss. Our monometallist con- 
cludes his theoretical investigation with the statement, that 
the double standard has injurious results. Is there a wide 
gulf between a statement like this in the indicative mood 
and a statement in the imperative mood enjoining the use of 
one metal only as a standard ? 


An advocate of the doctrine of free trade will show how 
every restriction of imports causes a restriction of exports. He 
will ipoint out that import duties on corn benefit the landowners 
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only not the farmers, and that such duties have an injurious 
effect upon the national food supply. He will refute the asset- 
tion that protection may counteract scarcity of employment , 
in fact, he will show^t every point that mischievous effects must 
follow ’from the adoption of the policy which he has been sub- 
jecting to a purely theoretid^l investigation. The moment comes 
when he must arrive at some conclusion. Is it material whether 
that conclusion takes the form of a statement, that protection 
is harmful, or of an injunction not to adopt protection ? 

The mistaken idea that it is desirable and even necessary 
to make a rigid distinction between economics and economic 
politics, arises from the fact that the latter term has gener- 
ally been used in far too wide a sense. The necessity for 
doing this, however, exists, no, longer, now that a new term has 
"come into vogue, which exactly expresses what often appears 
to have been meant by economic politics. The new term is 
Socid Politics, which implies a system of politics having for 
its object the improvement of social conditions, the prevention 
of social abuses, irrespective of whether those conditions or 
abuses have to do with the material welfare of the people 
or not. There is every reason why a distinction should be 
maintained between problems of an economic nature and 
fhose of a socio-political nature, but not because social politics 
is an art and economics a science, for we see that frequently the 
deductions of the latter have only to be stated differently in 
order to become precepts of art. The distinction is necessary, 
owii^ to the fact that frequently socio-political qucstiotis 
are not primarily economic in character, and would, if intro- 
duced in that character, be seen in an entirely misleading 
light. For example, laws restricting child labour are not 
intended for the promotioii of national wealth. I’liere is, 
indeed, very good reason for believing that no country has 
suffered a decrease of national wealth through restricting 
child labour; but even though this were not the case, we 
should still be bound to approve of laws which prohibit 
the employment of children at too early an age, or at work 
which was beyond their capacity. Take, again, the important 
question of poor relief. Were we to treat this as one of 
the problems of economic politics, we should be taking too 
narrow a view of it, thus failing to recognise the variety 
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of the reqtiirements which the poor law is called upon to 
fulfil. Unquestionably, economies may give us valuable 
advice on these subjects. For instance, it may point out the 
principles to be observed in such a matter as relief employ- 
ment. But this is no adequate reason for labelling the ques- 
tion, how to organise a system of |>oor relief at once efficient 
and economical, as an economic one. It is a problem whose 
solution requires further knowledge than that which our 
science can afford. 

Investigations bearing, upon, economic , politics^ in the true 
sense of the expression, have too close an affinity to theoretical & 
questions to be capable of being distinguished, .from these. . 
In fact, the two,, never exist apart. No author, however he '^ 
may have arranged the heads of his subject, has explained 
the economic effects of systems of currency, of land tenure, 
or of commercial policy without embodying his conclusions 
in certain precepts. And why should he not do so, since 
these precepts never are, and never can be, anything but a 
recapitulation of the conclusions he has come to ? To have 
forgotten this is the chief error of those whose views we are 
now opposing. Economics, they say, teaches us what is ; 
economic politics, what ought to he done. What ought to 
be done ? May the economist ever presume to dictate to the 
legislator what he ought to do ? It is clear that the so-called 
precepts of economists can never go beyond something like 
the following : Assuming that the State is prepared to take 
for its guiding principle the material welfare of the people, 
it must adopt such or such a course of action. But no dictum 
of this kind can be justified without invoking some general 
economic law, and showing how that law will operate in a 
given set of circumstances. Evq?:ything will depend on the 
argument, and all else will be of secondary importance. 
Once it has been clearly proved, for example, that a curtail- 
ment of freedom of trade is prejudicial to wealth, it adds little 
to the strength of the proof to conclude it with a warning to 
the legislator that if he desires to safeguard material interests 
he must adopt free -trade principles. Rules are framed for 
the convenience of the reader, and in order to impress certain 
truths upon his mind. They constitute no part of the argu- 
rnetit ; they merely summarise it, and the precepts which they 
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embody aie always of a conditional nature. _ The sense m 
which the word “conditional” is used here will, it is hoped, 

have been made clear by the foregoing. , . • 

If we have been, right so far, then the popular defamtion 
of the function of economic science as that of teaching us 
the rules which mankind ihust observe in order to advance in 
material prosperity, is not so far wrong after all. This dohni- 
tion does not prevent oui distinguishing between the rules to 
be observed by one nation in its competition with another, 
or by each groujt or section of a nation in its competition witli 
other groups or sections of the same, and the rules to b(' 
observed by the race as a whole. Indeed, the ultimate object’ 
in view in the study of economic science is to throw light t 
on economic questions of a practical nature ; and in so far as; 
the science has kept this ultimate object in view, its develop- 
ment, instead of being retarded, has acquired stimulus and 
nourishment by doing so. Adam Smith’s classical work,^ An 
Enquiry into the Nature and Causes of the Wealth of Nations, 
which appeared in 1776, and formed the starting-point of the 
newer political economy, is mainly an attack upon the system 
of protection in all its forms. Malthus’ Theory of Population, 
the first edition of which appeared in 1798, is directed more 
especially against communism. Not many years later, when 
the English currency was in a state of great confusion, Ricardo 
wrote his celebrated treatise of 1809 on the depreciation of 
bank notes and the distribution of precious metals, a treatise 
which was imperfect in some of its conclusions, but was the 
first to show the true standpoint from which the subjects 
it dealt with ought to be regarded. After the end of the 
Napoleonic period, the condition of agriculture in Western 
Europe was greatly depressed, and there was a loud outcry 
for protective duties. Then it was that a stream of light 
was suddenly shed upon the causes of rent and its rela- 
tion to the rates of wages and interest. It might almost be 
said that the history of agriculture, commerce, and industry 
in the nineteenth century is reflected in the history of 
economic science during the same period. Whenever pauperism 
increased, authors wrote about poor relief, trade unions, friendly 
societies, and co-operation. A rise or fall in the purchasing 
power of money brought the currency question to the front. 
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Marked fluctuations in tke rate of interest brought up the 
banking question. Periods of trade crisis or depression M 
pLple to inquire into the true nature of that little under- 
stood phenomenon called over-production. 1 

In throwing light upon questions of a practical natm^ 
or in indicating rules which manW must observe in order 
to advance in material prosperity, the economist is no s 
beyond the limits of his own domain; he is keeping weU 
Sin them. The reader wdl not fail to - ^ 
that we have now stated the popular definition ^ ^ 

S 0.1 science in a somewlat modified form, 
reasons which have made this necessary, we shall ^^^e him 
to see what kind of knowledge is acquired^ with the aid of 
economic inquiry, and the real nature of such “TW* . 

The function of economic science is said to ^t i 
makin<T known the rules to be observed for promotm^ the 

» rdcs, obser... Here w, have a mBtsle 

i begin with. Economic researcb can new mate Inow ^ 
I S that bear on tie snbiect. The forrn.la m oaj 
needs amendment in the sense of omittog the defimte article 

before the word “ rules.” o -nponlp is to 

We must never forget that the welfare o _ p P_ ^ 

a very neat extent determined by the physioal “J” 
ouSties^f that people, and that it cannot be the economBt 

jSr to mateUw «re ^ nt^rnoTfn 
SVirthTrls rS fn — . It is n^ bm 
business to ascertain the best systems of 

or to discover means for counteracting drunkenness. &om 
people would ^ 

:;r^rLirSt te" ^tit be .tat^^^;:^, 

causes from the scope of economic “TW- ^ ^ 

The same course has to be adopted with “ 

:f If soTank 
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to teach us the rules which a people should apply m order 
that a river, which has proved to be an affliction, may be 
converted into a source of prosperity, or in order tha 
which pollutes the air may become the cause of more abundant 
crops. Neither does economic science inquire into tlic in- 
fluence of climate or soil upon human inventiveness, bucli 
an inquiry would be interesting, no doubt ; but the lact ^ 
subject possesses interest even from the point of wiew oi wealt i 
does not bring it within the range of economic science. 

There are social as well as personal and natural causes ot 
well-being. As a contributory cause of wealth or poverty in 
a nation nothing can be said to be immateriaL Ihe nn)ra am 
physical qualities of its people cannot be regarded as iminateiial ; 
neither can its natural resources or its laws. Good laws, incorrup- 
tible judges, and an efficient police are indispensable conditions 
of material welfare ; is that any reason why econoxme seieru'c 
should teach us what provisions the law should contain so as to 
be effectual as a means of protecting property ? At some points, 
undoubtedly, the studies of economic science and jurisprudence 
overlap. The domain of social life being common to both, it 
necessarily follows that there are questions of a juridico-economic 
nature, the mixed character of which is sometimes more readily 
grasped by the student of law than by the student of economics. 
It is a mistake, however, to assume the presence of econoinic 
elements in a juridical question simply because that question 
touches material interests. Where absolute certainty exists 
as to the direction in which the solution must be sought, 
with a view to the furtherance of those interests, the jurist 
has nothing to learn from economic science. In very many 
cases there can be no doubt whatever on the point. It 
then devolves upon the jurist to inquire whether his action 
should be dictated by regard^ for material interests or not, and 
if so, what 7^5 own branch of study can teach him as to the 
manner in which those interests may be promoted. A question 
cannot be said to be juridico-economic unless it demands special 
inquiry as to the course prescribed by a regard for material 
welfare. It is only then that the aid of economic science 
need be sought in solving the problem. 

It follows then that the current definition of the function 
of our science is too wide. But it is faulty in another respect 
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as well. For, thougli it teUs us in general terms of the object 
of economic inquiry, it tells us nothing as to the nature of 
suck inquiry. Here we must digress a little. 
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Economics and Exchange 

The introduction to Adam Smith’s Wealth of Natimi^ 
opens with the following passage ; The annua 
every nation is the fund which originaUy supplies it with ail 
the necessaries and conveniences of life which it annuity 
consumes, and which consist always either m the ™me‘^at 
produce of that labour, or in what is purchased with that 
produce from other nations. 

» According, therefore, as this produce, or what IS pur W 

with it, bears a greater or \ or 

of those who are to consume it, the nation wiU ^ 
worse supplied with all the necessaries and conveniences fo 

which it has occasion.” „;j.i,rvn+ nfim- 

These words have generally been passe over , w 

ment. The thoughts wHch they express appear to be no less 

simple than the language in which they 

people lives on the annual produce of ^ 

proLe is consumed in the country and 

Se produce of foreign countries. The fewer the p^^ who 

have to subsist on the available ^^PP^^ "VT“Sr;oSd 
larger the share of each individual. 

an^ one urge against these propositions? Upon a closer ex 
andnation of the passage, however, the f-tiorn^^^^^ 
to arise, whether very many persons must no 

disagree with them. „ wi+l. fhpm 

Can the advocates of a protectionist 
Can they be subscribed to by opponents of or by 

those who attach great importance to an abundan > 

or by those who believe in the possibility of general o 
prodition; or by those who hold that laborers as^a 
whole benefited by a shortening of their hours ^ ^ ^ 

such a measure is attended by a correspondmg diminution or 
Xt “s very commonly beheved that saving confers but 
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little benefit in comparison with expenditure. It is almost uni 
»ierted piiaoners and j>eraons out of wk akould 
r "r"pw.d npol .o,k wkick eutets tnto co„.pc«.« 

„itk private induatry. and that, moitevei, any vod, to.>d 

for them should always be unprodu(rtive. ■ 

reconcde all this with what Apam Sm^ 

annual labour of a people is the source of all its 

the more a people derives from that source, the nu u- ■ 

benefits. Labour procures us 

to procure other commodities from_ abroad; ^ 
fore to be dad to find other countries willing to exchange with 
us to flood us, in fact, with their goods. If we could ^‘t 
their goods for nothing, all the better. When a given quantity 
of goods has to be distributed, the smaller the nun her i 
people, the larger the share of each person. Increase of popu- 
LiL, therefore, cannot be advantageous when it causes po- 
duction to be carried on under less favourable conditions c.//., 
on soil which is less fertile or less conveniently situated, 
under conditions which necessitate a larger outlay of 
We have done no violence to our author s words. 
imnlv aU that has just been said and much more that is 
denild every day in practice. How strange, then, *at they 
should never have been contradicted ? They mclude, 
small compass, the whole system of Apam Smith and hi 
school; a system every part of which has produced, and con- 
tinues daily to produce, vehement discussion._ 
thofight that these were the very words against which attacks 
would have been directed. Instead of this, they have usually 
been passed over, and the numerous and far-reachmg theories 
which they involve have somehow remained unnoticed. 

This strikes one at first, sight as very remarkable ; yet the 
explanation is very simple. In the passage quoted notimg 
is said about exchange ; in fact, the attention of the reader is 
drawn away from the subiect. Adam Smith may be said to have 
fused all individual interests into one great national interest. 
He has nothing to say about entrepreneurs and labourers, lanil- 
owners and tenants, buyers and sellers. The nation’s mcoiue is 
treated as a unit, as the fruit of the nation’s labour. Of the joint 
produce, part goes abroad in exchange for such “ necessaries and 
conveniences of life ” as may be considered more useful -than 
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those produced at home, and part is consumed within the 
country. About distribution our author speaks only in 
such terms as are calculated once more to draw the mind 
away from the subject of exchange. The income of each 
individual is a quotient ; the larger the number ^ 

feed, the smaller the share allotted to each. In short Adam 
Smith expresses himself here in a way that has the effect o 
throwing into the background everything that ^ is character- 
istic of society as at present constituted, everything th^ dis- 
tinguishes it clearly from a society of communists. Owing 
to this, his words sound more plausible than they otherwise 
would, and he manages to procure acceptance for doctrines 
that cannot consistently be endorsed by any mercantihst or 
protectionist or advocate of the old theory of population, or by 
Lybody who believes in the possibility of general over-pro- 
duction, and would therefore recommend restrmtion of output.^ 
What Adam Smith says would undoubtedly be true in 

Stato .0 6,000,0^ 

qnarteB of wheat and 4.000,000 tom of bron^ 

to country eapplytog to wtat “““7 
it wm give 10,000,000 instead of 6,000,000 quarters m 
exchange^ for the 4,000,000 tons of iron. What objection 
can the iron-producing country have to such a . 

knows that the advantage of its commerce hes in importing 

not in exporting. . • x -f on non ^00 

Or again, a communistic State consists of 20,00 , ^ 

persons. W population increases annually by 200 000, owing 
fo iliigrat JaL the excess of births over deaths. Jhou d 
this increase be regarded as an advantage or the revme_ I 
order to answer this question it wuld be necessary, m th 
first place, to ascertain to what extent ^ 

increased owing to a larger number of P™ “f 

it Then it would be necessary to ascertain the q y 
materials and necessaries of life consumed, while labour wa 
beine applied in the erection of houses to accommodate the 
S 2 ; of worktops, in wUoh toy shonld »onr. and 

■ of^honses for to storage of to .rticles *>>7 

produce ■ of schools in which their chfidren might be educated , 
finally, in making the canals, roads, and means of transport, an 
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in bringing into cultivation the extra land needed owing to the 
extension of the area of labour. By comparing these and similar 
data it would be possible to obtain a correct answer to tlie 
question, whether. a population of 20,200,000 would enjoy 
greater prosperity than a population of 20,000,000 ; whether 
20,400,000 will be better off than 20,200,000, and so on. 
Everybody would see at once that the probability of an incuast 
of population leading to a fall instead of a rise in the standard 
of comfort would become greater, according as it becanu'. 
necessary to resort to less fertile and less favourably situated 
land, to exchange under less favourable conditions with other 
nations, to establish the more costly institutions re<iuired l)y 
more densely peopled countries; or, according as it became 
more difiicult to proceed further in the division of lalioui 
owing to the advance already made in this direction. Undei 
no circumstances would increase of population se la- 
regarded as a cause of increased wealth. 

Suppose that in a community of the kind dcsciibed the 
hours of labour were very long ; that they were proved to b(‘. 
unnecessarily long because, with a shorter working day, greater 
speed would be developed and production remain undiniinislied. 
A ready ear would be lent to those who argued in such a 
manner. Evidence would be sought in order to prove whether 
their statements were true. But were the evidence to point 
to the contrary conclusion, we should not find any one pro- 
claiming that the material welfare of the masses would, for 
that very reason, be promoted by reducing the hours of labour. 
The disadvantages of such a measure from the point of view 
of material welfare would be admitted, and the question would 
arise, whether, possibly, some reason might not exist for sub- 
mitting to them; or else inquiries would be instituted as to 
whether it might not be possible to remove them by adopting 
improved machinery ; nor, it may be added, would any oim 
believe that the adoption of improved machinery would lie 
detrimental to the public weal. 

Many things of interest from an economic point of vicnv 
would be noticeable in a communistic State ; and, wei'C siurh 
a State to exist, it would be well worth while to study it 
attentively. We should want to find out, for exainjile, wliether 
the governing body was capable of performing its manifold 
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duties ; whether it had taken due measures for ensuring the 
accumulation of capital — as no form of society can dispense with 
capital ; whether it regulated production according to demand ; 
whether it adopted the latest inventions ; whether it succeeded in 
preventing waste of time and energy, and neglect and dishonesty 
on the part of workmen and overseers. We should note whether 
the population had not increased beyond due limits owing to the 
absence of those causes which, in the existing state of society, 
still act more or less as checks upon early marriages and 
the rearing of large families. But with a little reflection it 
would not take long to ascertain the rules which a State of 
this kind would have to observe in order that it might enjoy 
such a measure of material welfare as it was capable of attain- 
ing. The rules might be reduced, perhaps, to six or seven. 
There would be no room for differences of opinion as to the 
rules themselves, though differences might arise as to their 
application. Communists contend that in such a society 
there would be no ^' Social Question.” The contention is 
literally true; there would be no social question any more 
than there would be a currency question, because the con- 
ditions for producing these questions would be wanting. 

Why is it otherwise in actual society ? How is it that, 
in our case, so many reasons exist for doubt in respect to 
matters which, in their case, no one would think of dis- 
puting ? The causes may be summed up in the one word, 
Exchange, which implies everything that exercises an in- 
fluence in this matter: the division of society into economic 
groups of capitalists, labourers, landowners, and tenant 
farmers; the institution of private property ; competition; the 
regulation of production entirely by and accord- 

ing to their views; the distribution of income according to 
the value of each person’s services. In a communistic State 
all interests would be one. Exchange begets conflict no less 
than harmony of interests, and careful consideration is in most 
cases necessary in order to determine where the conflict begins 
and the harmony ends. In a communistic State any ap- 
pliance that enabled an industry to be carried on with better 
results would necessarily be a benefit to the whole community. 
Nobody would have reason to complain, even though the result 
should be that less labour was required in that industry. 
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The labour wHch had been displaced could be employed 

for other purposes, or it might even remain unutilised for a 
while. Fo?, under a system of distribution based upon com- 
munism, being unemployed would not necessarily ^ 

no income. All tHs would be perfectly obvious Nobod>, 
however, can say that all this is obvious under the existing 

Great as are the services which Adam Smith has rendered 
to economic science, they would have been greater still ha. 
the passages which we have quoted from the introduction to 
his book been presented, not as axioms, but as conclusions to 
be drawn from his inquiry. Some such words as the following 
should have been added by the author; What has hero 
been said applies to a society in which there is no exchange ; 
nevertheless, exchange produces no modification of any import- 
ance in the main requisites for material welfare ; the chief 
object of my work is to make this clear.” Any attentive 
reader of The Wealth of Nations will see that these words 
would be a fair expression of what was in the author s mind. 
Before Adam Smith had reached the end of the chapter m 
which he shows the technical advantages of division of labour, 
he knew quite weU that his reasoning was defective in one 
very important particular ; and he, therefore, proceeded by a 
lucid, if somewhat condensed argument, to anticipate the objec- 
tion that, under existing social conditions, technical advantages 
do not necessarily mean economic advantages. Still, were it not 
for^his omission to express in words what was evidently in ms 
mind, his readers would have formed a clearer conception of tlie 
character of economic problems and of the functions of economics, 
and much futUe controversy might have been avoided. 

We should then have sunderstood how economic inquiry 
completes the results of pther inquiries bearing incidentally 
on wealth These other inquiries could, of themselves, 
never furnish absolute proof that a particular measure 
or course of action was calculated to increase the gcncial 
welfare. We might learn from them that, through the opera- 
tion of certain causes, man’s working capacity was increased, 
or Ms zeal was stimulated, or that thrift was encouraged, 
or better forms of co-operation were brought about between 
capital and labour, or among capitalists themselves. But an 
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objection like that anticipated by Adam Smith in bis famous 
chapter on division of labour would still be possible. Who 
is to tell us whether, in a society based on exchange with all 
its conflicting interests, and with the innumerable complica- 
tions arising out of this conflict of interests, the effect pro- 
duced by increased working capacity, zeal and thrift, or by the 
organisation of better forms of co-operation, would or would 
not be beneficial from an economic point of view ? Who is 
to tell us whether those people may not perhaps be right, 
who maintain that the only result achieved by all this 
increased efficiency of labour, this thrift, this heaping up of 
capital, and above all, by the establishment of huge under- 
takings, is an increase in the volume of misery? There 
must be a science which answers such questions as these, 
which analyses exchange and serves as a guide through the 
intricacies that result from it, and it is with this science 
that the present treatise deals. This science does not pro- 
fess to point out every one of the rules that have to be 
observed in order that material welfare may be promoted. 
Its aim is to shed upon those rules such light as may be 
obtained from the study of exchange. 

The word exchange is used here in a sense intended 
to cover all commercial transactions. The labourer takes 
part in a commercial transaction when he agrees to give his 
services in exchange for money or some other consideration. 
So does the landlord when he lets his land ; for here, too, 
there is an exchange of services. It is the same with the 
capitalist who invests part of his money by lending it at 
■interest; for he supplies one or more people with means to 
assist production and accepts payment for doing so. Economic 
science makes these and all other kinds of commercial trans- 
actions the subject of its investigations. We must now show 
the nature of this research, the way in which it leads to the 
discovery of economic laws, and the nature of these laws. 

§,3 

Economic Laws 

All economic laws bear upon commercial transactions. 
What, then, is the real nature of such transactions ? 



economics S3 

16 

A transaction is purely commercial when it a- 

agreement, whereby a sacrihce of money, goods, oi labour is 
nfade in exchange for some consideration, regarded by the 
Xson maLg tL sacrifice as being of at least equa value. 
In most cases the motive underlying such transactions is 
Lrlteial and gain Some^es 

cain in view is not of a material kind, or, while some 
material advantage may be sought, the ultimate object is 
something other than material gain. We have innumerable 
proofs of this. The person who purchases a ticket for_ a 
Cert or a play is not actuated by a desire for material gam. 
His object is either recreation or the gratification of ^ 
for art But that object is considered worth the sacrifice ,^so 
the transaction must still be regarded as commercial. Ihe 
same thing applies when a man spends his spare time m 
aborning to eL money which he intends to give away ; or, 
wtlv« any one aCe in behalf of the mtereete of another 
Purely commercial transactions may be prompted by very 
exalted motives. A person who buys clothing or other 
necessaries for the poor, or causes dwellings to be erected for 
them may proceed on the strictest business lines when making 
his purchases, and contracting for his houses ; but “ doing 
so he seeks no material advantage for himself. It has 
often been said of economic laws that they are based on 
the assumption that man’s sole aim is the acquisition of 
wealth. Some have even gone so far as to denounce the 
seating up of this hypothesis as tantamount to a glorification ot 
selfishnesl We regard this as a mistake._ Economic laws arc 
not based on the assumption that man strives for wealth alone, 
but on the fact that man engages in commercial transactions. 
Even if the personal acquisition of wealth were at all times 
the object of these transactions— which is not the case-one 
ought to discriminate between the two statements. 

For the fact that a person daily or occasionally engages 
in commercial transactions, does not imply that commerce is 
the mainspring of aU his actions. So long as he lives m a 
society whose economy is based on exchange, he must, n le 
take part in that exchange, conform to the rules by which it 
is regulated. This is expected of him in precisely the same 
way as it is expected of him that, when taking a hand at 
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cards, lie will conform to tke rules of tke game. WketLer it 
be Ms object to earn an income, or to purchase necessaries, or 
to invest capital, every one with whom he has dealings expects 
that he will do what he can to further th^ interests (whether 
they be his own or those of another) with which he is 
identified ; and in their intercourse with him they will be 
guided by this assumption. As he is aware of tMs assumption, 
he takes care to justify it. Experience shows that com- 
mercial transactions may be engaged in daily, and with much 
shrewdness, by persons who give away a large part — perhaps 
the greater part — of what they earn. Business possesses 
attractions for them, and they know that their industry 
benefits other people. We find very charitable housewives, 
too, displaying true commercial instinct when purchasing 
their daily supplies. They keep pMlanthropy and domestic 
economy strictly apart, and hold that the separation is 
desirable for both. It may appear strange, that man should 
be capable of changing his attitude towards Ms fellow-men 
completely at a moment’s notice ; that he should feel no 
concern for them at one time, while at another he shows the 
utmost sympathy for those for whom the struggle for existence 
is a hard one. We cannot deny, however, that such is the 
fact, and must leave its explanation to psychologists. 

Not every commercial transaction, however, is purely 
commercial. There are two ways in which it may become 
other than commercial. When one party defrauds the other 
he obtains more than the commercial equivalent of what iie 
gives ; or, again, one of the parties may be content to accept 
less than an equivalent, in which case he is making a present 
to the other party. We alluded above to the rules which 
govern exchange. These rules V|ry according to circum- 
stances. When a man of good social position lets part of Ms 
land, or engages a domestic servant, he is not expected to act 
in the same manner as a broker dealing on the stock exchange. 
Exalted posts must always command respect; tMs of itself 
is a reason why such posts are conferred on different grounds 
from those which would be considered, for example, in the 
placing of a loan. What has just been said frequently acquires 
significance when we are tracing the effects to be ascribed 
to economic causes. Whenever we speak of commercial trans- 
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actions and their results, we must always ask ourselves how 
far these transactions have a purely commercial chamcter. 

We now come to the consideration of economic laws. A 
few words wih suffice to show the part which commercial trans- 
actions play in such laws. No single economic law 
if it were not possible to predict that, under certain conditions, 
people would mgage in a particular kind of commercial trans- 
LtL, or that a change would take place m the 
which such transactions were actually being engage 
people would abstain altogether from taking part in them. 

We know the meaning of the word Law. A law, ^ 
the sense in which we are here using it, impUes necessity. 
The statement of a law is a proposition defining its opeia- 
tion. Some of these statements indicate constant and there- 
fore inevitable— phenomena, or else the manner m which such 
phenomena would manifest themselves in the absence of dis- 
turbing or impeding causes. Others indicate an effect or an 
influence. Most of the laws of political economy be ong to 
this latter class. We wfll take the following examples : A 
redundant issue of paper money causes a dram of gold , a 
decline in the price of commodities promotes the import and 
impedes the export of goods in countries as yet unaffected by 
the decline; a rise in the rate of interest reduces the price 
of stocks; increase of population increases the rent of iand , 
the taxation of land lowers the price of land. None of these 
statements relate to constant phenomena, as, for instance, the 
law of the conservation of energy ; they state what will take 
place in the event of a certain measure being adopted, or 

of a certain thing coming to pass. 

If we carefully examine the above or any other examples 
of economic laws we fin^ that they always involve a very 
distinctive kind of statement, viz.— to use the words of 
Professor Maeshall : “ That a certain course of action may be 
expected under certain conditions from the members of a 
social group.” ^ In regard to some of these laws this will be 


- PHncivhs of Economics, third edition, p. 106. Quoted fully, ti>o 
is as follows : “ A law of social science, or a Social Law, is a Htatcnicnt that 
a certain course of action may be expected under certain cotiditions from tlm 
members of a social group.. Economic Laws aro those social laws wluch n-Iair- 
to branches of condiiot in. which the strength of the motive* chiefly cmccrncd 
can be measured by a money price.” 
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clear at the first glance. Thus, to state that a redundant 
issue of paper money results in a drain of gold is clearly 
only another way of stating that when too much paper money 
gets into circulation, bankers (the members of a social group) 
may be expected to adopt the course of exporting gold. In 
very many cases, however, reflection is needed in order to 
make this evident. A rise in the rate of interest reduces 
the price of stocks ; increase of population increases the 
rent of land; the failure of the harvest raises the price of 
corn. Here we have statements, not that a certain course of 
action, but that a change in the relations of prices, may be 
expected. It must be remembered that these and similar 
statements point only to the first and last links in a chain. 
But if we look for the intermediate links, we always find 
what Professor Marshall has shown. Why does the failure 
of the harvest increase the price of corn ? Not because the 
supply of corn would then fall short ; for, of itself, this 
would only mean that at a given moment it would be im- 
possible to procure any more corn. The reason why an 
unsuccessful harvest raises the price of corn is, that pro- 
ducers are prompted thereby to demand, and speculators 
and others to pay, higher prices for it. If the statement were 
given in full, it would point out that when the harvest fails, 
farmers, dealers, millers (members of social groups) may be 
expected to adopt a certain course of action. It should be 
observed that the statement goes still further. Not only does 
it teach us that a certain line of conduct will be followed, bht 
it tells us also what will result from the adoption of that 
line of conduct, viz., a rise in the price of corn. Professor 
Marshall’s definition of an economic law, as it appears to 
us, is wanting in completeness. But he has placed his finger 
on that which constitutes the kernel of every economic law. 
Only those statements by which it is expressed or implied, 
that a certain line of conduct will be adopted by a '^social 
group ’—frequently by more than one group — can be said to 
be economic laws. 

And we know the nature of this line of conduct. We 
know that it consists not only in the carrying out, or the 
carrying out under altered conditions, but, frequently also in 
deliberate abstention from the carrying out of certain customary 
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commercial transactions. In the case of a failure of crops, 
the price of corn rises more rapidly if dealers ref use to sell 
When the bank rate rises, stocks fall more rapidly in price if 
investors refuse to*buy. The line of conduct of which we are 
speaking is always directly related to commercial transactions, 
but its efficacy may consist in performing, as well as in omitting 
to perform, such transactions. It has an effect on relations 
of prices, but it also arises from such relations, being in fact 
prompted by them. But the relations of prices may be such 
as to present no inducement for engaging in certain kinds 
of dealings. An article may be considered too dear by the 
consumer and too cheap by the holder ; and so it often 
happens that the line of conduct expressed or implied by an 
economic law is one of inaction. 

In all cases, however, the action is based upon some advan- 
tage ; so that the possibility of predicting a course of action de- 
pends on the possibility of showing what advantage is involved. 
If we carefully examine any economic demonstration we always 
find that a very considerable part of it is devoted to inquiry into 
the creation, transformation, or disappearance of advantages or 
interests connected with exchange. An advocate of protection 
will hold that by placing high duties on foreign goods we 
diminish or do away with the advantage people may have in 
importing those goods, and at the same time create an ad- 
vantage in producing the same class of goods at home. An 
advocate of free trade will argue that high import duties 
c£?use money wages to rise, and that a rise in money wages 
lessens any advantage people may find in producing goods for 
the foreign market. When we^want to prove that a rise in 
the rate of interest causes a fall in the price of stocks, we 
show that it diminishes the advantages involved in the buy- 
ing of stocks, and that these advantages do not recover their 
former importance until stocks have again fallen. Suppose 
that we wanted to find out what might be expected to result 
at the present time in Holland from the reopening of the 
Mint for silver. We should inquire what profit was to be 
made on the coinage of silver at the present price of that 
metal, and under existing rates of exchange. Having found 
that the profit would be a very large one, we should draw 
conclusions from the fact. Suppose that a certain measurii 
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lias been adopted, or that a natural phenomenon has occurred, 
by which the eflS.ciency of labour has been affected ; or that 
a change has taken place in manners or customs; and that 
we want to know what the probable effect will be, in the 
domain of economics. We begin by considering how various 
kinds of interests will be affected by the event, and unless we 
find it possible to give some absolute assurance on this point, 
we feel that we are not justified in pronouncing an opinion. 
One of the main factors of every economic argument consists 
in showing the origin and decline of interests— interests 
connected with exchange, be it observed. By this we mean 
any interest or advantage involved in performing, or abstain- 
ing from, certain commercial transactions, no matter what 
may be the nature of the consideration on which the interest 
or advantage is founded. 

The use of geometrical figures for the purpose of explain- 
ing economic propositions and ascertaining new truths has 
come into vogue, as we know, within the last thirty years, 
owing to the influence of Jevons and Walras (although others, 
and more especially Gossen,^ had previously applied this 
method). In what has been said above, we have both an 
explanation of the reason why this method may be applied and 
an indication of the limits of the knowledge obtainable with 
its assistance. Frequently interests or advantages are capable 
of being measured. Sometimes it is possible, with the aid of a 
diagram, to illustrate the changes which they undergo and the 
manner in which they disappear. And there can be no doixbt 
that the mathematical method is likely to give more accurate 
results, provided the rules and forms of geometry be carefully 
observed. Moreover, it affords us an excellent means of testing 
our conclusions, by seeing whether #they can be set forth in 
a diagrammatic form. There are cases too — though not very 
many — in which a diagram is the clearest and simplest way of 
conveying a truth. Professor Marshall was the first to 
make it perfectly clear how rents are affected by agricultural 
improvements ; and it is quite possible that, without the aid 
of geometrical figures, he might not have succeeded in doing so. 
But — and it is important to bear this in mind — such diagrams 

^ In his remarkable book, EntwicJclung der Oesetze des m&nscJilichen Verhehrs, 
a work which has remained unnoticed too long. 
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only inform us what interests are involved. Were this know- 
ledge, which is in every case indispensable, sufficient for the 
discovery of economic laws, then all such laws would be dis- 
coverable by the mathematical method. But merely to know 
what interests are involved is not sufficient for the discovery 
of economic laws. To be certain that a particular course of 
action will be adopted by the members of a social group— to be 
certain, in other words, that the members of a social group will 
engage in particular commercial dealings, and that they will do 
so to an extent that will suffice to maintain the relations of 
prices or to modify them in a given direction,— presupposes two 
kinds of knowledge. It presupposes, firstly, that we know what 
interests are involved, and secondly, that an effort will be made 
to promote or safeguard those interests. No calculations or 
diagrams can ever enable us to be certain on the latter point. 
This indicates tjie border-line which limits the usefulness of 
applying the rules of geometry in the domain of economics. 

But here also we come to a difficulty which has frequently 
to be encountered in economic investigation, and which some- 
times appears insuperable. This difficulty must not be 
underestimated or neglected. But neither must it be regarded 
as a barrier to the construction of economic theories, which still 
possess as much value as the theories of any other science. 
We sba.11 endeavour to avoid either mistake, and will begin 
by ascertaining the extent and importance of this special 

difficulty. 

« 

Difficulties to be encountered in the tracing of 
Economic Laws 

m 

Every economic law presupposes, in the first place, the 
'existence of some interest, and secondly, that an endeavour 
will be made to promote or safeguard that interest. But 
all interests are not equally obvious and equally certain. 

If the price of an article falls in one country while it 
remains unchanged in a neighbouring country, and if the fall 
is sufficiently great to create an advantage in exporting that 
class of article, it is generally safe to predict that the difference 
between the prices of the two countries will quickly diminish 
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to a point at wMch. it will hardly be profitable to export 
any longer. For, in a case of this kind, the transfer of the 
goods to the more profitable market requires little time, and 
is attended with small risk. We had to dawith a similar case 
further back in speaking of the reopening of the Mint for silver. 
It does not take long to convey the silver to the mint ; and 
those who convey it thither for the purpose of having it con- 
verted into coin know beforehand what profit they will make 
on the transaction. 

But let us take some other examples. Suppose that 
shipping freights are rising ; will it, therefore, be profitable 
to engage in shipbuilding ? Suppose that the margin of 
difference between the cost of the raw material and the price 
of the finished product in a certain branch of industry 
becomes very large ; will it, therefore, be advantageous to 
extend that branch of industry ? Would the fact that a joint- 
stock company had been pa 5 dng larger di^ends in recent 
years make it a sound venture to take shares in that com- 
pany? Or, again, suppose that the rate of interest is going 
up, so that stocks may be expected to fall ; would this be 
a favourable moment to sell stock redeemable at par ? In 
cases like these there is uncertainty as to what course will 
in the end be most advantageous. What course will be 
adopted will depend on the general tone pervading business 
circles; it will also depend on individual impressions and 
temperament. If it be a time of depression, very few people 
will be found to believe that the high. shipping freights, l(3rge 
margins, or big dividends will be maintained. If it be a time 
in which a spirit of speculation is rife, the reverse will be the 
case, and many large businesses will be founded. 

But granting that the interests^or advantages are obvious 
to those who are aware of them, it is perfectly conceivable 
that this knowledge may have reached but few, or even that 
nobody may have been able to acquire it. In countries where 
more or less primitive conditions prevail, large profits may be 
made by a few traders, unknown to the general body of their 
fellow -traders. Who could say with certainty that the 
difference between the price of a commodity on the coast of 
Africa and the price of that commodity in the interior would 
never exceed the cost of transport from the one point to the 
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other ? In such countries many branches of industry or 
agriculture would be created if people only knew in what 
proportion the cost of production would stand to the value 
of the product. Have we not instances in Western Europe of 
successful industrial experiments whose initiation was delayed 
for many years through ignorance or lack of enterprise ? ^ 

But even where it is recognised that there is an interest 
to be served by adopting a certain course of action, it may 
happen that the opportunity will be left unutilised simply 
because of the impossibility of taking advantage of it. We 
are not thinking now of such requisites for the success of 
an undertaking as experienced managers and skilled opera- 
tives ; without these there could hardly be said to be a motive 
for embarking in an undertaking, since the result would be 
loss instead of profit. We are thinking at present of 
material resources, of capital, the lack of which more 
frequently forms an obstacle to the starting of enterprises 
than people generally believe. Not every one possessed of 
ability enjoys the confidence of capitalists. 

Lastly, all the conditions needed in order to promote or 
safeguard an interest may be fulfilled, and yet the impulse to 
profit by the occasion may be wanting. Newcombs, the 
American author, tells us of certain merchants in South 
America who thought to induce the natives to supply them 
more abundantly with a certain article by offering double the 
usual price. The result, however, was, that the supply was 
redticed by one-half. Here an interest was created, but it 
led to the very reverse of what had been expected. There 
would be no difficulty in adducing innumerable examples of a 
similar kind ; nor would it be necessary to seek for them in 
the doings of uncivilised peoples. In the seventeenth and 
eighteenth centuries it was commonly believed that when wages 
were increased less work was performed.^ This opinion was 

^ In his interesting work entitled Die agrarischen Aufgaben der Gcge.nwart 
(Jena, 1894), pp. 122-124, Professor vox dbb Ooltz states that in agnciiltiiroaiid 
stock-rearing it is a frequent thing not to know with certainty which branches 
are profitable and which are not. He attributes this to a “ dislike for suma ” 
(“ Unlust zum Bechnen ’0 peculiar to the peasant, which ho dcscnfxm as a 
“ disease from which agriculture is suffering a good deal at the prcHont 

^ See L. Brentaxo, Ueber das Verhdltniss von Arbeitslohn uvd Arbdtszeit^ 
second edition (Leipsic, 1893), p. 2, 
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strenuously combated by Adam Smith/ wbo proved the 
reverse to be the case, namely, that by giving more liberal 
wages we increase the industry of the wage-earner. But can 
any general rule be laid down in this matter ? Does not 
everything depend upon the state of civilisation and the 
standard of comfort of the labouring population ? And is it 
not conceivable that when both are low a more liberal reward 
of labour may have results similar to those referred to by 
Newcombs ? 

And now, as to the conclusion to which all this leads. 
Some would have it that one conclusion only is possible, 
namely, that there can be no such thing as an economic law. 
Others, while admitting the possibility of economic laws, 
and the importance of the work of tracing them, would have 
us bear in mind that such laws can only apply in the abstract ; 
that is, under conditions which are never quite fulHlled. 
Such people would hold that economic science employs imagin- 
ary quantities, but that its practical utility is no more impaired 
by this fact than is the practical utility of geometry by the 
fact that there are really no such things as a mathematical 
point or a mathematical line. Before examining this view we 
have to offer a few remarks of a general character. 

The expression “law” is rightly regarded as conveying the 
idea of something insub vertible, something on which absolute 
reliance may be placed. And yet there is not a single law, 
economic or other, on which we may depend absolutely. The 
validity of natural laws is conditional upon the order ^ of 
the universe not being overthrown ; that of economic laws, 
upon no fundamental change taking place in human nature, as 
we know it. If ever a time should come when man, without 
being impelled by religious or other motives, will choose what 
is distasteful in preference to what is pleasing to him, 
]ust because it is distasteful; or when he will neglect to 
use the means to an end, solely in order that he may fail to 
attain that end, — then, indeed, no economic laws will be valid. 
It would be tedious to dwell on this point ; but we were 
bound to mention it. 

Let us now examine the contention that the conditions 
under which economic laws apply are never quite fulfilled. In 

^ Wealth of Nations, Book I. chap. viii. 
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order to show the error of this contention we have only to 
recall the words of Professor MakshalIj : A social law is a 
statement that a certain course of action may be expected under 
certain conditions from the members of a social group. In 
the first place, we would observe that frec 3 [uently the number ol, 
persons forming the group need not be very large. So long as 
the present currency laws of Holland and England remain in 
force, and the British sovereign and half-sovereign retain their 
present legal weight, the rate of exchange with London can 
never fall much lower in Holland than about 12*04 florins to 
the pound sterhng, since, at this rate of exchange, it will be 
profitable in Holland to import gold from England. How few 
people are aware of this ! But for three or four bankers to be 
aware of it is enough to make it a truth to be relied on. In the 
same way, competition among a very small number of manufac- 
turers may prevent too great a widening of the margin between 
the price of the raw material and that of the finished product. 
Or competition between a comparatively small number of shop- 
keepers may keep the profits of their trade within normal 
limits— in fact, the application of the principle of the Paris 
Bon MarcM by one large establishment will suffice to do this. 

An obvious interest does not at all times exist. Are we, 
therefore, to say that it never exists ? An interest may exist 
and be neglected. But we see innumerable interests being 
attended to with the utmost zeal. There are instances— and 
upon their observance important economic laws are based— 
where neglect of an interest is indeed possible in the case of a 
small number of individuals, but this could never become tlic 
rule instead of the exception without entailing evils which 
Avould bring about their own remedy. If the whole of the pro- 
ducers of a particular artigle were to decide to sell it in future 
for less than the cost of its production, the article in question 
would soon disappear altogether from the market, and all 
those who produced it, however wealthy they might be, would 
become insolvent. Very high prices would then be olicred for 
it, and this would prove an incentive to many. Were a new 
social group ’’ of producers now to arise, there would he but 
one condition under which they could, in the long-run, kecq) 
up the supply of the required article; and that condition 
would be, that they did not sell it for less than it cost them. 
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There are interests, again, as to the safeguarding or further- 
ance of which it would be unreasonable to have any doubts, 
while human nature remains what it is. Two different persons 
ask a man to do one and the same job. Both ofier to pay 
the same sum of money ; but while one is prepared to pay on 
completion of the work, the other offers to pay at the end of 
five years. Which offer will the man accept, assuming that his 
decision is influenced neither by friendship nor philanthropy ? 
Through an accidental combination of circumstances, it happens 
that a commodity which improves greatly in quality by being 
kept for some months may be purchased as cheaply in a 
seasoned condition as it could if it were new. For which’ 
quality will the demand be greater ? A tree is planted. 
Should it prosper in growth, its value, half a century hence, 
judging by the present price of timber, will be five pounds. 
Would anybody offer that sum for it now? There is no 
uncertainty as to the answer in any of these three cases. Yet 
those who are familiar with the standard work of the Austrian 
writer Bohm-Bawerk will not have failed to notice that we 
have been using materials employed by him in framing the 
laws which govern interest on capital. 

A considerable decline in the imports of merchandise takes 
place in consequence of a high protective tariff. The ships 
and rolling-stock employed in exporting merchandise return 
but half filled from abroad, so that shipowners and railway 
companies are doing little business. Are we wrong in 
expecting that before long they will increase export freights ? 
And this increase will have a practical significance. Just now 
we gave specimens of the material which is used for framing 
the laws which govern interest on capital. Here we have 
some material for framing the law% which govern the relation 
between exports and imports. 

Those who insist that it is never possible to foretell what 
course of action will be taken, certainly go too far. There 
are numberless instances where it may be foretold with cer- 
tainty by any one sufficiently acquainted with the commonest 
characteristics of human nature, or with prevailing customs 
and usages, or with the constitution of society. How, other- 
wise, can we account for the number of economic laws which 
are always confirmed by experience ? Economic science does 
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not deal in hypothesis to the extent that some people maintain 
It is trues nevertheless, that the uncertainty of which such people 
complain does exist in many cases. But in this uncertainty 
there are diiierent degrees. We will briefly notice each of 
these degrees, so as to show the extent to which knowledge 
may be obtained in the case of each. 

Firstly. It may be impossible to state precisely what 
course of action will be taken ; but it may be possible to state 
it approximately. We know the distinction between the full 
competitive rent and the actual rent of land. The former is the 
rent which the landlord could secure by acting on strictly com- 
mercial lines, but nobody can tell whether, or if so, to what extent, 
he will act on those lines. We may perhaps know that it is not 
usual, in a given country, to demand the highest possible rent 
—to which, in England, the invidious expression rode rent is 
applied— but customs of this sort may change. In a time of 
falling rents the liberality of landowners will be put to a severe 
test. Does it follow from this that economic science can 
teach us nothing of the economic laws governing rent ? The 
reverse is the case. In the nature of things, the actual rent can 
never, in the long-run, exceed the full competitive rent — at any 
rate to an appreciable extent. This of itself is an instructive 
fact; it fully explains, for example, why rents have fallen in 
recent years. Once we know that the price cannot, in the 
long-run, rise above a certain point, it becomes important to 
be able to discern what may produce an upward or down^ 
wafd movement of that point, and the importance of discern- 
ing this is increased when there is every reason to believe 
that the price cannot move far above or below that point. 

Secondly. It may be possible to predict with certainty the 
course of action that will he adopted under certain conditions, 
in a country where an advanced stage of civilisation has been 
reached, where all classes of society engage in exchange, and 
where there is plenty of circulating capital; while it may be 
impossible to predict it in respect of a country in which these 
conditions are wanting. The economist must always make 
sure that he knows how far these conditions are fulfilled, and 
he must be careful not to give to his conclusions a wider 
bearing than the circumstances warrant. A law may, however, 
be so framed as to obviate any error of this kind. Reference 
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may be made to tbe fact that social groups, which in 
Western Europe or Eastern America, owing to their energy 
and the keen competition carried on among their members, 
ensure the unfailing operation of many economic laws, do not 
exist elsewhere, and did not exist in former times. Next to the 
study of economic history, no better means exist for getting 
a complete knowledge of the conditions under which certain 
commercial transactions will be performed, or performed to an 
extent that will suffice to bring about certain results, than to 
contemplate^ — and where opportunity occurs, to come into 
contact with — economic conditions differing from those among 
which we live. Still, our efforts to reach this perfection will 
in many cases be only partially successful, since even the means 
just indicated can never quite compensate for the fact that we 
do not possess enough imaginative power to enable us to bring 
every conceivable set of circumstances before our minds. It is 
desirable, therefore, wherever there may be reason for fear on 
these grounds, to make it clearly understood that the law is 
declared to be applicable only among a people having a highly 
developed system of commerce. Its applicability to other 
nations will then remain a matter for future investigation. 

Thirdly. We may know that at some time or another this 
or that line of conduct will be chosen. Freights have risen: 
an increase of shipbuilding must ensue at some time or 
another. House rents have fallen : at some time or another 
the price of building land must be affected by the fall. But 
there our knowledge ends ; and we are unable to say whether 
the period of time which must elapse before the expected 
result takes place will be long or short. In such cases — and 
they frequently arise in economic inquiry — a statement of 
what may be expected to happeii in the immediate future 
cannot be made, and w^e find instead a statement of what will 
happen in the long-run,’’ a form of words which suggests 
the question, '' How long must we wait ? ” This question can 
seldom be answered. Nevertheless, the statement which gives 
rise to it is useful, as it indicates that which, under certain 
circumstances, is bound to happen sooner or later ; and tells 
us what we must prepare for when we find that these circum- 
stances have arisen. 

Fourthly. We may know the course of action that will be 
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pursued, but not the intensity with which it will be pursued. 
In a case like this it will be safe only to say that a certain 
kind of commercial transactions will ensue without entering 
into particulars as .to what will result from the performance 
of such transactions. A fall in the price of an article always 
results in some increase in the demand for that article. At 
times, however, the increase is so slight that no perceptible 
recovery in the price takes place. A rise in price always 
moderates the demand to some extent, but sometimes to^so 
slight an extent that the French proverb, Le meaieiif remede' 
centre la cherte est la cherte, is not fulfilled. ^ The economic 
inquiry will nevertheless have been useful, if it lias rid^ us 
of false knowledge, or enabled us to see that certain opinions 
which are popularly held or disseminated by superficial writers 
are not strictly correct. Besides, there is no reason why we 
should not succeed in tracing the cases in which impulses to 
action will be strong, and those in which they will be weak. 
We might endeavour, for example, to ascertain the kinds of 
prices that exercise a strong and rapid effect upon demand 
and those that do not. Here again, therefore, the limits of 
economic inquiry are not reached. 

Lastly, Various courses of action are possible, but as the 
choice is limited all of them may be mentioned. lor example, 
a law is passed reducing the hours of labour ; and in 
certain trades the operatives either fail or are backward in 
speeding up their work sufficiently to prevent a diminution of 
output. Entrepreneurs may now be expected to adopt one of 
three courses. They will either (1) make no change in the 
hourly rate of wages, so that operatives will have to do with 
less money per week 5 or ( 2 ) increase the rate per hour siiih" 
ciently to enable the men^to earn as much per week as for- 
merly (in this case the entrepreneurs may or may not ask 
higher prices for their services or their products) ; or (3) they 
will adopt some middle course. We can work out each of 
these suppositions. We can endeavour to find out whether the 
course which we assume to be the one that will be adopted is 
a course that can be persevered in ; in other words, a course 
that can be adopted ‘'in the long-run”; and if so, wliat 
results will follow from its adoption. Interesting deductions 
may often be made in this way. The conclusion arrived at 
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may be that, irrespective of the line of conduct adopted in 
consequence of a legislative enactment by those whose interests 
are affected thereby, the results of the enactment will always 
be either pernicious or salutary. 

An objection arises here, however, and it must be answered. 
It was observed further back that every law which states how a 
given cause will affect a relation of prices— and there are many 
such laws— involves an assurance that under given circumstances 
a certain course of action will be adopted. The question might 
now be asked, whether it is right to apply the word “ law ’’ to 
a conclusion in which an hypothesis supplies the place of a 
definite assurance. The answer is, that the h3q)othesis never 
quite takes the place of an assurance. In the case of legis- 
lative restriction of working hours — to use our latest example 
— we do not know what line of conduct entrejpreneurs will 
adopt. Were we to be equally in the dark as to the effect 
which their course of action would have on that of others, it 
would be impossible for us to throw any light whatever on 
the question. The way out of the difficulty, in a case of this 
kind, is to change the form of the question. In the present 
case, for example, we might state it like this : What will be 
the effect of a reduction of working hours under the following 
circumstances ? Among the circumstances we would then 
include the line of conduct about which we were uncertain. 
The solution of a problem can never be reached by means of 
hypothesis alone, unless, indeed, it be stated in such a way 
that the solution is involved in the formula itself ; in wMch 
case it is scarcely correct to speak of it as a problem. 

Such problems do, in fact, occur in the domain of 
economics ; and then, and not until then, do we reach the limits 
of our science. The rate of interest jcises : how will this affect 
the demand for furniture ? Nobody can tell us ; nor is it possible 
for us to diminish our ignorance on the subject by premising 
assumptions which may be altogether wrong concerning those 
groups of persons among whom the demand for furniture is 
greatest. An economic theory, if it is to have any value 
at all — even theoretical value — must have some basis to 
support it ; and that basis fact alone can supply. 

This does not conflict with what, in conclusion, we have 
to say about one particular hypothesis, which is implied in 
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every economic law that expresses something more than a 
force or a constant phenomenon.^ The hypothesis is that 
no counteracting causes are at work. What we are about 
to say is so simply that it would be superfluous to call it to 
mind, were it not that experience shows that it is being 
constantly forgotten. The proposition that increase in 
population causes the rate of interest on capital to rise, does 
not signify that when the population increases, the rate of 
interest must of necessity rise, but that this cause has a 
tendency to make it rise. The proposition that scarcity of 
money causes prices to fall, does not signify that every period 
of scarcity of money will be followed by a general drop in 
prices. For, should the scarcity occur coincidently with the 
development of credit, whereby greater economy in the use of 
money was rendered possible ; or should it coincide with a 
decline in wealth or in trade, in consequence of which a 
smaller quantity of money was required, prices would not 
necessarily fall ; and, in fact, they might rise. But the 
rise would not be so great as it would otherwise have been, 
and so our law would really have held good. Thobold 
Rogers, the well-known author of the History of AgneuUure 
and Prices in England, often speaks with disparagement of that 
searching after tendencies, after laws indicating tendencies and 
nothing more. The example adduced just now may serve to 
show how greatly he erred in doing so. Suppose what was 
said above to have been the case. Suppose that, in spite of 
greater economy in the use of money, no general rise, 
or only a slight rise, in prices took place. This would strike 
as very strange, were we not aware of the fact that two 
causes tending to produce opposite effects had been in 
operation; and were we ^unable to judge accurately of the 
operation of each of these causes. To search for tendencies is 
to endeavour to ascertain the various causes which exercise an 
influence upon values, and the nature, and if possible the 
extent, of that influence. Is such knowledge as this useless ? 
The population of a country increases, and wages at the same 
time go up : does it not concern us to know whether wages 
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have risen in consequence of the increase of population, or 
whether they have risen in spite of it ? A protectionist policy 
is adopted and national wealth increases: ought we not to 
ascertain whether the increase of wealth has been promoted or 
retarded by the adoption of the new policy ? Production has 
been increased until it has reached a figure previously un- 
heard of, while pauperism has not diminished : is it of no 
interest to us to find out what would have happened as regards 
pauperism if the increase of production had not taken place ? 
But to enter upon an inquiry of this kind is to apply our- 
selves to the tracing of economic laws, to try to become 
acquainted with the operation of causes, with the forces which 
they set in motion. In order to measure these forces, we 
must assume that their action is unimpeded. The same thing 
has to be done in physical science. In order to calculate the 
velocity of a falling body we cause it to fall in a vacuum. 
The economist has no opportunity of carrying out experi- 
ments : nevertheless, he follows the example of the physicist ; 
he isolates ; not in reality, however, but in his imagination. 


§ 5 

, The Method of Economics 

From what has just been said, it will be seen that Reason- 
ing ^ or— to use a technical expression — Deduction is the oifiy 
method by which successful results can be obtained in the 
tracing of economic laws. Jevons ^ correctly defines reasoning as 
! ^‘ getting some knowledge from other knowledge.’’ The deduc- 

tive method, therefore, involves a twofold process : firstly, giving 
a complete account of the knowledge already acquired with 
respect to a given subject, or range of subjects ; and secondly, 
combining given truths in such a way as to cause new truths 
to become manifest. All economic laws are discovered in this 
way, there being no other way open to us for their discovery. 
The times in which the deductive method has been judiciously 
applied have always been marked by an advance in economic 
science ; and though interesting data may have been obtained 

^ Logic,’’ p. 13, Science Primerst new edition (London, 1878). 
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in times when the deductive method had fallen into desuetude, 
such data have remained unutilised, and economics as a science 
has remained at a standstill. Such a period as this has 
been passed through, nor did it come to an end before the 
well-tried method had been applied once more with energy and 
talent. The new theory of value has been deduced entirely 
from propositions familiar to all, because based upon experience, 
but whose great importance had not previously been thought 
of by anybody. 

These statements are not too absolute. There are only 
two ways in which we can discover laws, one being that just 
pointed out and the other that known by the name of 
induction^ whereby the action of the cause is discovered, not 
by the process of reasoning, but by observation. In order to 
determine the operation of a given cause by means of observa- 
tion, it is necessary to make quite sure that that particular cause 
alone is operating ; therefore the inductive method demands 
the exercise of special precautions, and these are impossible 
in the domain of economics. Suppose that we wanted to 
ascertain by means of induction how an increase in the rate of 
interest would affect the price of stocks ; would it be possible 
for us to make all the other causes which might influence the 
price of stocks suspend their operation for a while ? When 
speaking of a law or of the results of some occurrence, we 
often say that the matter has been decided by experience. In 
such cases it is not experience that has decided ; we ourselves 
have done so, and our decision has been arrived at by a process 
of reasoning. We noticed that certain things took place after 
the event, and they happened to be the very things which, on 
theoretical grounds, we expected to take place* Refiection 
made us conclude that they could not have been brought about 
by other causes, and the conclusion was obvious. It may have 
been correct ; but experience could not do more than give it 
a certain measure of probability. The extent to w^hich it 
deserved to be regarded as quite trustworthy depended upon 
the accuracy of the reasoning by which it was arrived at. 

No one really believes it possible to rely upon the results 
of an economic inquiry in which the inductive method alone 
has been applied. The most zealous advocate of this method 
would refuse to admit that two economic facts were connected, 
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however frequently lie might have observed the one to follow 
upon the other, until he was in a position to show that the 
second fact was caused by the first, and to explain how it was 
caused. Where deductive proof cannot be* supplied, no value 
whatever is attached to inductive proof. In the first three 
months of every year, from the middle of January to the 
middle of April, there is always a great falling-off in the 
demand for credit at the Netherlands Bank. It happens that 
this also is the very time when tradesmen send out their bills 
and part of those bills are paid. It would be difficult to 
point to two economic facts recurring together with greater 
regularity. Were any one to attempt to show by deduction 
that the facts are inter-dependent, we should certainly be 
disposed to give the argument every consideration. But the 
mere assertion that the facts recur simultaneously, and are 
therefore inter-dependent, would simply elicit a smile. 

In the domain of economics reasoning alone can produce 
conviction; for everybody is aware of the multiplicity of the 
forces that are in operation, and of the arbitrariness of singling 
out one particular force as the cause of a particular event 
without deductive proof. When people wish to prove their case 
by appealing to sequences, they invariably try to obtain 
deductive proof, and unless their proposition be one that has 
been frequently supported by deductive reasoning, they en- 
deavour to render it acceptable to begin with. Not until they 
have to some extent succeeded in this do they appeal to 
experience for support. Not infrequently this appeal serves 
as a cloak to cover the weak points of an argument, and for 
that reason it should always be received with great caution. It 
should never be allowed until the argument which it is meant 
to support has been scrutinised from*all sides and found to be 
thoroughly sound. 

We do not mean it to be argued from what has been said, 
that, when a legislative measure has been introduced, or some 
other event having an economic bearing has taken place, it 
would be useless to take careful note of what happens after- 
wards. Quite the contrary. Observation cannot be too 
strongly recommended to the economist, since it is the best 
means for leading him to felicitous hypotheses, and the only 
means for enabling him to collect the information on which 
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he will have to base his deductions. It would be a mistake 
to create an antithesis between the empirical and the i^^uctave 
methods. But, however needful, or even 
tion may be, it never suppHes the economst 
more than raw material from which his mind alone is capable of 
producing a scientific result. And this apphes to observation 
of what takes place after the adoption of a measure, or the 
occurrence of an event bearing upon econoimc matters^ It is 
extremely desirable that such sequences should be observed 
and noted, but they should never be set down as effects of a 
cause, whose economic action it is desired to ascertain, until i 
can be proved by deduction that they may really be regarded 

t£’ inductive method is frequently regarded as being 
extremely safe. The fact is, however, that almost all popular 
errors have originated in the belief that it was safe ^0 
rely on induction. The deductive method has no clmm to 
simplicity ; in fact, it strikes us as being beset with difficulty 
and danger. That it so impresses us is one of its ments. 


I 


§ 6 

Plan of this Work 

We have described the nature of economic laws, and 
emphasised the truth that such laws always have a direct 
bearing upon, or else presuppose, commercial transactions. 
Commercial transactions are transactions in exchange. Frorn 
this it follows that economic inquiry is primarily concerned 
with exchange, and that no efforts to solve great economic 
problems can be successful until light has been brought to 
bear upon every one of the phases of exchange. Among the 
great problems of economics we assign the first place to the 
question touched upon in the earlier part of this introduction, 
viz., does exchange make any difference in the general con- 
ditions of material welfare ? We should almost be inclined 
to say that all the great problems of economics might be 
condensed into this one question, were it not that we arc 
confronted by a still more important question, viz., arc the 
principles upon which society is now based capable of being 
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maintained ; or will mankind have to enter upon the road 
leading to the introduction of communism ? 

Our explanation of exchange consists of two parts. The 
first part elucidates the concept Value in Exchange, and shows 
the causes by which it is controlled. A mere general handling 
of this subject will not suffice for our purpose here. We 
shall have to discuss the forms in which value in exchange is 
manifested, including rent of land and houses, profits, wages 
of labour, and the prices of commodities. For, although 
the general law, which we intend to state at the outset, 
asserts itself in all these values, it will be necessary to illustrate 
this in particular cases, the more so as in particular cases we 
are confronted with details which deserve our attention on their 
own account. This will serve to indicate the contents of the 
first part of the present work, and to show the importance of 
the subjects of which it treats. It must be remembered that, 
in a society in which exchange is fully developed, the whole 
economic condition is reflected in the relations existing between 
values ; i.e. in the relations in which the values of such things 
as dwelling accommodation, the services of entref renews 
capitalists, and the services of labourers stand to other things. 
He who knows how these values are proportioned to one 
another in a given country, knows the degree of welfare 
enjoyed by every class of which the population of that 
country consists. Whosoever has ascertained the causes which 
give rise to, or disturb, or destroy these relations, is in^ a 
position to solve many of the most difficult of the problems 
of economics. 

Exchange presupposes Instruments of Exchange, A con- 
sideration of these is therefore necessary in the second part 
of our explanation of exchange. W«e have alluded to the ob- 
scurity to which exchange gives rise as regards the conditions 
which determine national wealth. To a great extent this 
obscurity is due to money, the importance of which has been 
greatly overestimated by the mercantile system, which had its 
origin in the seventeenth century, and continues to exist at the 
present day. The second part of this work, therefore, deals with 
currency, banking, the foreign exchanges, and the laws which 
govern the distriWion of precious metals. Owing, however, to 
the intimate connection existing between value in exchange and 
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instruments of excliange — a connection wMch. is especially 
discernible in money prices — it will be impossible to avoid 
discussing in the first part a few points which might properly 
have found a place in the second part of the work. For 
instance, the chapter which treats of interest on capital will 
be found to contain an analysis of what is usually spoken of as 
the money market, and which it would be much more accurate 
to speak of as the market for capital. 

Production is not dealt with until we get to the third 
part (in Volume II.) of this work. What is production ? Is 
such a thing as a general glut possible ? Would it be wise to 
allow production to be regulated entirely by private interests ; 
or should the community take any action in the matter, and 
if so, what should be the limits of such action ? What should 
be our attitude towards the Malthusian theory of the relation 
of production to population ; towards protection as a means 
of fostering national industry? We shall endeavour to find 
the answers to these and similar questions. At the same 
time, in view of the great interest which is justly being 
taken in agrarian problems at the present day, special attention 
will be given to the question of production in relation to the 
systems of land tenure. 

The fourth or last part (also in Volume II,) of the 
work must be regarded as an appendix. It treats of the 
Revenue of the State, a branch of the theory of finance on 
which economic science can throw much light, but which 
cannot be regarded as exclusively economic. 

The arrangement here decided upon differs in several 
respects from those usually adopted. There are, it is true, 
almost as many modes of arrangement as there are economic 
text-books. NeverthelesSji^it is a feature common to most of 
them to assign to production — sometimes after some introduc- 
tory matter — the first place in the order of the subjects to be 
discussed. One of the few exceptions to this rule is furnished 
by the French writer Chables Gide, whose excellent work, 
Princifes d' Economic Politique, is to be highly commended for 
this as well as for other reasons. It was clearly seen by Gibe 
that in a society based upon exchange, production cannot be 
explained before value has been discussed, and this is why the 
first of the four books into which his work is divided treats 
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oi La Valeur, In Ms treatment of production itself, Gibe is 
mindful of the close connection which exists between it and 
exchange. He even goes so far as to treat money, international 
trade, and credit as coming within the scope of the theory of 
production, under the heading of Conditions sociales de la produc- 
tion, But in one respect Gide goes too far, while in the other 
he does not go far enough. He fails to go far enough, when, 
in the first part of his book, he discusses value in a general sense 
only, and says nothing about the value of services, the treat- 
ment of which he leaves till the fourth book, where he discusses 
distribution. The consequence is, that he finds himself com- 
pelled to speak of production before he has explained the laws 
governing the rent of land, interest, profits, or wages ; in other 
words, before he has explained the very things which every 
entrepreneur knows to be intimately related to production, 
though every entrepreneur may not be able to explain the 
nature of the relation. Production is engaged in with a view 
to securing a profit, and this profit will not be secured unless 
the value of the product exceeds the outlay. This outlay 
includes rent, interest, and wages; so that whatever we are 
told about production must necessarily be very incomplete until 
we have been told what regulates rent, interest, and wages. 
Do these govern the prices of commodities, or are they governed 
by them? Is an article dear because it costs much in 
wages to produce it ; or can the worker earn much by pro- 
ducing it because it is dear ? In a word, what theory must 
we propound with respect to the so-called cost of production ” 
of which entrepreneurs have so much to say, and which 
occupies the attention of producers in no less a degree than 
does the question of what the produce will fetch? All these 
points need explaining before we can, touch upon the problems 
of production. The theory of money, too, will first have to be 
examined. As a result of freedom of international trade we 
sometimes have the choice of two ways of obtaining a com- 
modity; the one being to produce it at home, and the other 
to import it from abroad. What influence does this choice 
exercise upon national industry, and what determines our 
choice ? The mere stating of questions like these sufiices 
to show how many matters connected to production must 
remain enveloped in obscurity until we have ascertained 
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1803 , allows scarcely less space for this section than that 
allowed in Gibe’s work, thereby giving rise to the same 
question, viz., why not have proceeded a little further in the 
same direction ? ^ 

Throughout the whole course of economic inquiry the mind 
has to remain centred upon production ; we must keep con- 
stantly approaching it. It may be regarded as a ground 
upon which different roads intersect and different problems 
intermingle. When we are examining the theories of value, of 
money, of the foreign exchanges, of banking, the main question 
is always this : Are the words with which Abam Smith opens 
Idlib Inquiry true or not? Can it be that the complexities 
arising out of exchange only blind us to the perception of 
a few extremely simple truths, and that all our mental labour 
only serves to make us realise these truths in their simplicity, 
but at the same time in their great significance ? 

Gibe devotes a separate part of his work to the subject of 
Consumption^ and in this he has followed the example set by 
J. B. Say. The same example has been followed by many others, 
though not by all. Inasmuch as the function of economics, 
according to Say, consisted in explaining the origin, dis- 
tribution, and consumption of wealth {la maniere dont se 
forment, se distrihuent et se consomment les richesses), that 
author felt abound to take consumption as a heading for one of 
the three parts into which he divided his work. But wheii^it 
came to filling up the space which he had set apart for this 
subject, he found himself unable to hit upon anything better 
than an account of the different kinds and the general effects 
of consumption ; the difference between unproductive and 
reproductive consumption, with thek respective results ; and 
observations on matters connected with finance, which take 
up three-fourths of this part of the work. We find Gibe in 
a similar predicament. He deals with finance in an appendix ; 
but of the three chapters into which he divides his short 
section on consumption, the second treats cursorily of saving — 
the reverse of consumption — and the third of investment 
[placement). Here we find him controverting the well-known 
proposition, that a man who spends the whole of his income 
creates more wealth than the man who saves a part of it. 
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be sought elsewhere. It may be sought “ , 

anthropology where it could show how a nation s p ^ _ 
in civihsatiJn may be gauged by observing the ^ ^ ; 

ad which it consumes; or it may be sought m t c 

domains of hygiene and f “'fnsuto ■ or 

ewtent to which man is influenced by f “‘^ib . 

in the domain of private economy, where it could picscri 
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rules for enabling individuals to satisfy tbeir wants as con- 
sumers with, tbe minimum of sacrifice. 

Say’s mistake lias arisen from Ms erroneous definition of * 
the function of economic science, which i^ not a science of 
commodities or of wealth, but of transactions involving an 
exchange, and of the manner in which these transactions afiect 
values. 
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THE OEieiN OE VALUE IN EXCHANGE 

.■ 4 . 

§ 1 

Economic and Non-Economic Goods 

Not all the things which man finds at his disposal, or of which 
he is able to acquire possession, are goods. Only those things 
are goods which can serve directly or indirectly to supply 
wants. Whether we can regard things as representing goods 
for us or not depends not only upon their own qualities, but 
also upon the extent of our Imowledge, the stage of civilisa- 
tion to which we have attained, the climate in which we live, 
our trades or occupations, the peculiarities of our tastes, and 
even upon our age or the ages of those for whom we have to 
provide. ^ 

In some cases, too, it depends upon the extent to which 
our wants in respect of other goods can be supphed. For, 
many things are useful only in combination with other 
things. A part of a tool, for example, is useful only when 
the other parts are available as well,, and the whole of a tool 
only when materials are forthcoming. 

There are more standards than one according to which goods 
may be classified. We may, for instance, distinguish goods 
intended to afford permanent enjoyment, such as houses and 
furniture, from those destined to be consumed, such as corn and 
tea; or we may distinguish goods which are instruments of 
production from those in acquiring which instruments of pro- 
duction have to be employed ; or we may distinguish capital 
from income. 
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Each of these classifications is important, and each will be 
discussed in turn. Goods may, however, be classified from 
another, and totally different, point of view, if we regard their 
available qmniities in relation to the needs which these 
quantities have to satisfy. Eegarded from this point of view, 
goods may be divided into two main groups, viz. : — 

Goods of which the supply is always greater than the 
demand, and — ‘ 

Goods of which the supply is always less than the demand, 
or only just equal to it. 

The word demand is used here in the sense of amount 
needed. A merchant or manufacturer is often heard to com- 
plain that there is no “demand” for his goods. The article 
is not in request, he says, because the “ demand ” has been 
satisfied. He does not mean us to understand by this, that 
everybody has been supplied with all that he needed, so 
that there are no people left who desire to possess any of his 
goods. He means that there are no more persons who are 
willing to buy. He is speaking of the demand as manifested 
in the market price. Were he to distribute his goods gratis 
he would find at once that there was another kind of demand ; 
a demand far more difficult to satisfy. Such expressions are 
elliptical. The quantity of goods that will suffice to meet 
the “ demand ” spoken of by the merchant or the manu- 
facturer is not the quantity really needed, but only a part — 
sometimes a very small part — of that quantity. It is the 
quantity that can be sold, and no more. What we mean to 
speak of here is the quantity of goods required to meet such 
a demand as would arise if the goods were to be had for the 
asking. 

We are fully aware ijhat even after this explanation some 
uncertainty still remains as to where the boundary-line must 
be drawn. Wants are elastic. When a commodity becomes 
dear we generally find that we can do with less of it than we 
had deemed possible. This, however, as we shall presently 
see, is a consideration which has no weight in the matter with 
which we are now concerned. Commodities of which the 
supply already exceeds the demand generally exist in such 
abundance that they may be wasted with impunity. 

In order to simplify matters we will now give a name to 
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each of the two groups : the first we will call non-economic, 
and the second economic goods. These designations, already 
long in use among German economists, are not arbitrary. 
They require but little explanation. « 

If the demand for a commodity exceeds the supply, so that 
the commodity falls within our second group, and if this con- 
dition of things is not temporary, not the result of a chance 
occurrence, but permanent and normal, it follows that a part 
of the demand for that commodity must remain unsatisfied. 
How far there will be uniformity or inequality in the extent 
to which difierent people will have to go short of that com- 
modity depends upon circumstances. In the existing order 
of society it often happens that an article, the available supply 
of which is insufiicient for the purpose of meeting all wants, 
is quite inaccessible, or accessible only in small quantities, to 
some, whilst others are able to procure it in large quantities. 
This, however, is due to the unequal distribution of income, 
and not to the fact that the commodity is one of the economic 
group.^ In a communistic society all would have to restrict 
their consumption to an equal extent ; but even in such a 
society restriction would be inevitable. Por, if a equal the 
demand, and a — b the supply, it is clear that, to the extent 
of 6, the demand must remain unsatisfied. 

It is no less clear — and this applies also to things of 
which the available supply is not too small, but just large 
enough — that no quantity, however small, of such commodities 
can be lost without creating a deficiency. Hence we are con- 
cerned about them, we store them, we are careful how we use 
them, we do not readily give them away, or if we do, we 
regard the act as a service rendered, as a sacrifice made — 
cheerfully made, perhaps, but nevertheless a sacrifice. We 
often endeavour by means of labour to fill up the deficiencies 
made in our stock by consumption or other causes. Of course 
the greater the difierence between the demand and the avail- 
able supply of a commodity the more all this will apply. 
Let the difference be ever so slight, however, it influences 
us in our views and treatment of the commodity concerned. 
How do we generally act with regard to water, or with regard 

^ It is strange that Mexger in his GruTidaiitze (p. 59) should have overlooked 
this. 
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to the flowers that grow in the fields^ or with regard to any- 
thing that exists in superfluity ? How do people treat 
timber in districts where forests abound ; or land in the 
Far West of North‘d America ? In the matter of commodities 
of which the supply greatly exceeds, and is likely to remain 
greatly in excess of, our requirements, we are all communists. 
We do not produce such commodities, neither do we buy or sell 
them, neither do we stint ourselves in using them. We simply 
take what we need of them, for nobody has any interest in 
preventing our doing so. 

It may be thought, perhaps, that the distinction between 
economic and non~economic goods coincides with the distinction 
between manufactured products and gifts of nature. Apart, 
however, from the fact that it would be diiB&cult to define what is 
meant by the latter expression — in a certain sense it includes 
all agricultural produce on unimproved land — we must bear in 
mind that many things which are unquestionably gifts of nature 
belong to the economic group of goods. Drinking-water, for 
example, though not generally, does nevertheless in some places 
belong to the economic group of goods. On the other hand it 
may, and occasionally does happen, that products of labour, 
sometimes of much labour, fall to the class of non-economic 
goods, as, for instance, houses in a deserted town. The 
group to which a commodity belongs will depend entirely 
upon the relation which exists between supply and demand, 
ai?! not upon the manner in which the commodity has 
been obtained. There is scarcely a single article which may 
not, speaking in the abstract, pass out of the one group into 
the other. Things whose properties are only imperfectly 
known to us, and for which, therefore, there is but little 
demand, will sometimes, owing to some discovery or invention, 
be promoted from the rank of non-economic to that of economic 
goods. Through the increase in demand they suddenly become 
scarce where previously they had been superfluous. The same 
discovery or invention, however, may have the opposite effect 
on other articles. 
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§2 

Value irrespective of Ixcttange 

When an article belongs to the class of economic goods 
a definite quantity of it possesses value. We shall have 
to consider this word a little before proceeding any further. 
It is a word that has given rise to so much controversy 
and misconception, that some people have felt justified in 
advising that its use should be altogether avoided in an 
economic treatise. But one of the writers who has been most 
insistent on this point, W. Stanley Jevons, has failed to 
adhere to his own advice. In many of his later writings he 
refers to the value of things, thus proving that he cannot 
dispense with the word. 

Nor can it be dispensed with. And even if it could, the 
expression Ratio of Exchange, which Jevons suggests as 
a substitute, is the very last that should be recommended. 
Value and ratio of exchange express two conceptions 
between which we must distinguish carefully. The relative 
values of things exercise a great influence upout the ratio 
in which these things are exchanged for each other. We 
shall presently see, however, that there could be no such thing 
as exchange, but for the fact that ‘different people attach 
diflerent values to a given quantity of the same thing. B*ft 
as there can be only one ratio of exchange at any given time 
in any given market, it is evident that value and ratio of ex- 
change cannot mean the same thing. The causes which 
determine the rates at which things are exchanged for one 
another merit our attention in the highest degree ; but before 
we can understand them clearly we must first of all be clear 
as to the value which things possess irrespective altogether of 
exchange. We may observe, in passing, that data for throwing 
light on this subject are to be found in the writings of Jevons 
hirgself.^ 

^ They will be found in greater abundance, however, in the writings of 
Mengee, whose Orundsdtze der VolJcswirthschaftslehre (Vienna, 1872) is one 
of the best works on political economy which have appeared in the German 
language. See also Ur. Exjgen von Bohm-Baweek, Kapital und Kapitalzins 
(Innsbruck, 1889), Part 11. pp. 135-248, 
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What do we mean when we say that we attach value to 
a thing? The expression may have a twofold bearing. It 
may have reference If we say ^that we 

place value upon* air, sunshine, drinking-water, friendship, 
art, we simply declare that we regard them as goods. J o 
value a thing implies that we are unwilling to be without it, 
and that we desire to obtain it. There is an intimate connec- 
tion between the conceptions expressed by the words value and 
endearment, hence the twofold meaning of the words cams, dm, 
deaf, tJicucT.^ W^hen we say that we attach value to art> we 
mean that we like art, and that we consider it a disadvantage 

to be deprived of the enjoyment which it affords. 

The expression value may, however, be used in another 
sense as well, namely, that in which we use it with reference, 
not to a certain class, but to a definite . of things 

This certainly is the sense in which we use the word when we 
say that air or water, for example, have no value. We do not 
mean that air and water can be dispensed with, but that we place 
no value upon a cuMc foot ot the other. Sre- 

quently we attach great value to a certain kind of thing without 
attaching the least value to a definite quantity of it. On the 
other hand, it is self-evident that when a certain kind of thing 
is useless, any quantity of it, no matter how great, will also be 
useless. But if we are supplied with an article in such 
ajj^iindance as to make it belong to the class of commodities 
hich we have called non-economic, a pound or a gallon or a 
cubic foot of that article has no value whatever. 

When we make use of the word value, it is absolutely 
essential that we should state clearly whether we use it in 
relation to classes of things or quantities of things. There 
must be no room for the least uncertainty on this point ; for 
it may sometimes be said with truth of one and the sanu^ 
thing, that it has value, and that it has no value. Speaking 
of air in general, we may say that it has value, i^ut 
under ordinary circumstances no one would consider it a loss 
if the existing supply were to be diminished by a few cubici 

1 Br. W. C. Mebs calls attention to this in his very interesting paper 
entitled Paging tot verduidelijking van eenige begrippen in de Hiaathuishuud- 
kunde. See Verslagen en Mededeelingen der Kon. Acadernie van Widon- 
schappen. Afdecling Lotterkunde, 2e Reeks, Bcel VII. 
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feet. Thus we are equally justified in saying that air has 
no value. 

We know that the terna value in exchange is always used in 
relation to definite quantities, and never •in relation to par- 
ticular kinds of things. The value in exchange of coffee is that 
of a pound of coffee. It is our intention, therefore, to use 
the word value invariably in this sense, even when we are 
speaking of value irrespective of exchange. We would have it 
clearly understood that, in whatever connection the word may 
occur in the present work, it will always be used in relation to 
definite quantities. By value irrespective of exchange is meant 
the importance which particular commodities or quantities 
of commodities have acquired in our estimation through our 
recognition of the fact that we need them for the satisfaction 
of our wants.^ 

From what has been said it will be clear that to attach 
value to a thing and to regard a thing as belonging to the 
group of economic goods are two ways of expressing the same 
thought. Things are goods because they are useful to us. 
They possess value because we can spare no portion of them. 
If their utility increases they acquire increased value ; but if 
they become at the same time more abundant, their value 
diminishes and may even disappear altogether. The relation 
between the value which we place upon a pound of gold and- 
that which we place upon a pound of bread is no index of t|ie 
degrees of estiupLation in which we hpld these of com- 

modities respectively ; it simply shows how far the extent of 
our requirements in the matter of gold and bread, viewed in 
connection with the existing supply of each, will cause us to 
regard it as an inconvenience whenever we lose, or as an 
advantage whenever we gain, a pound, of either. 

^ This is Hr. Merger’s definition, and in the original reads as follows : 

‘‘ Die Bedeutung welche concrete Gfiter oder Guterquantitaten fiir uns dadurch 
erlangen, dass wir in der Befriedigung nnserer Bedfirfnisse von der Verfugung 
fiber dieselben abhangig zu sein, uns bewixsst sind ” (Grunisdtze, p. 78). See 

the definition given by Yox MahOoedt 1868, p. 

132) : “ Her Werth ist die gewissen Gegenstanden in Hinblick auf die aus ihrem 
Wegfall hervorgehenden Uebel beigelegte Bedeutung,’’ 
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§ 3 

Causes which determine Value 

It now seems to be an easy task to show the causes 
which determine value. What advantage do we enjoy in the 
possession, or expect from the acquisition, of a definite 
quantity of commodities ? Once we know the answer to 
this question, it seems as if no doubt could any longer 
exist as to what the value of that quantity must be. It 
seems as if, in order to ascertain that value, we had nothing 
to do but to arrive in some way at an estimate of the ad- 
vantage. And this is really the case. But, in estimating the 
advantage conferred by the possession of a definite quantity 
of commodities, we are confronted by a difficulty to which 
we must now give our attention for a little while. In 
doing so, we shall have an opportunity of becoming acquainted 
with one of the simplest, but at the same time one of the 
most important of economic truths. 

There is no enjoyment with which it is not possible for 
man to become satiated. We all need food and drink; but 
when once we have obtained sufficient of these to support our 
bodies and provide us with a few luxuries, we ask for no more. 
Clothing is indispensable; but those who have an abundant 
st?r)ck of clothing do not, as a rule, wish to add to it. Nobody 
desires an unlimited supply of a particular kind of commodity, 
and this is the very reason why it is possible for the supply 
of a commodity to exceed the amount required; there being 
always a limit to that amount, even though the limit vary. 

But it often happens that the point of satiety is only 
reached by degrees and not all at once. This is neither 
invariably nor inevitably the case. John Sttjabt Mill says, 
“ There is no absurdity in the hypothesis that, of some given 
commodity, a certain quantity is all that is wanted at any 
price.’’ ^ The hypothesis is anything but absurd ; for every one 
of us could point to a number of such commodities in his own 
house. The person who has one piano, or one dining-table, or 
one lounge in his room does not, as a rule, want a second” 

^ Princi^le^y Book III. chap, vui, § 2, p, 355 (People's edition). 
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of any of these articles in the sanae room. There are other 
commodities, however, of which we would always be glad to 
increase our stock, and of such commodities the following can 
be proved to be true. • 

A certain quantity — say a pound or a gallon — of these 
commodities supplies an urgent want ; our need for a second 
quantity is less urgent ; for a third, still less ; a fourth we can 
just manage to use ; for a fifth we have no use whatever. We 
shall be able to recognise the truth of this if we consider that 
many articles are useful for a variety of purposes, and that 
these purposes are not all of equal importance. Water, for 
example, is used for drinking ; but it is also used for watering 
plants and for washing. We use corn for making bread ; but 
we also use it for making pastry and gin. Many things, again, 
are of use to us only in so far as they can be combined with 
certain other things. Should these latter become scarce, the 
reason which existed for desiring the things, in combination 
with which they could alone be used, gradually disappears. 

Following the example of a writer whose name we have 
already mentioned — W. Stanley Jevons — we will now 
illustrate what we have been saying by means of a diagram. 
It must be clearly understood, however, that no part of our 
diagram is intended to represent a condition of things applic- 
able to commodities of all kinds. 



The line AB, divided into seven parts, may be taken to 
represent the stock of a certain article, and the spaces between 
the perpendiculars numbered 1 to 7 the advantages which 
accrue to a given individual from the possession of each part 
of that stock. The advantage diminishes steadily and ceases 
altogether at B. Were the stock to exceed AB the article 
would, as far as our imaginary individual was concerned, be 
classed among the non-economic goods. 
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We repeat once •''* :::CTj 

is not' necessarily sucK V , 

frequently is, their conditi^P is perfectly conceivable that 
the needs of aq,ffidividual may .be equally great f^ach ol 
the seven quantities represented in , the diagr^|MMR*^s, an 
eighth quantity would have little- or no utd;^v/^ap'^' 
less this were possible, the relation 

would sometimes be quite different feoiii ^h^ra?ffctually is. ^ 
It must be admitted, however, that «ie %se fRu^trafced by 
our diagram frequently prese'nts itself ; as frequently, perhaps, 

as the other, if*not more so. \ . 

But still greater difference is manifested m the^ values 

which various persons attach to the same thing. ^ 

man,” says Eicabdo, “ has. some et^d in his own mnd by 

which he estimates the value of l^^ Mfr oynients. ^ u la 

standard is as various as ' the^Pn character. But 
it is not by human' character '’alone that this variety, is 

caused ; the needs th^i’^es vary. One man can hardly hnd 
any use for that of i»h another man stands most in need. 
A " household containing ' a large number of children ■svi 
require certain kinds of provisions and wearing apparel for 
which there would be no use in a household composed of 
the same numbei of adults.- A person who spends most of 
his time in his study. will attach' a good deal of value to a 
witing-desk^ whereas .a person, who hardly ever writes or 
reiids will care little or nothing for suck a piece of fiirrature. 
Let us recall what was said at the beginning of thg chapter 
with regard to, goods. The word implies a relatiW- between 
ourselves and a particular • thing ; it is not in virtue of their 
properties alone, that things are goods, ' but m virtue of Those 
properties as related to our wants. Things may be goods for 
one man and not for ayther. But in this relation there arc 
depxeea. . A certain quantity of a particular article represents 
valuable goods for A, less valuable goods for B, and goods of 
still less value'for C. ' The same difference might exist even 
if A B and 0 each held the. cls.ss of goods to which the 
article belonged in equal esteem. For A migdit be abso- 
lutely without any^ B might have a small quantity, and 0 an 
abundant supply of tbe .article. In that case, eac h of tne yn 
I Works (M'Culloch’s edition), p. 
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would attach a different value to the acquisition of a definite 
quantity of the article. 

There is nothing to prevent our treating a group of persons 
as a unit, and examining the position •which commodities 
occupy in relation to that unit. If we do this, we shall see 
that the above diagram., depicting the position which they 
occupy in many cases in relation to the individual, must 
depict the position which they occupy in a still larger number 
of cases in relation to the group. And the truth of this 
statement is greater in proportion to the size of the group. 
It is possible to conceive of an individu^^ attaching'^ equal 
value to all the parts of which his stock of a commodity 
is composed ; but this will not often be true of a society com- 
posed of persons of all grades and conditions, with all sorts 
of tastes and occupations. Of almost any stock of commodities 
which the society possesses, one part will be absolutely 
indispensable, a second will *be greatly valued, and a third 
fairly acceptable. And the greater the inequalities in rank 
and income amongst the members of the society, the more 
Regular the gradation . will be, more especially if there be 
regularity of gradation in the scale of rank arid income 
as well. 

From this arises the difficulty of which we have spoken. 
The value which we place upon a definite quantity of a thing 
depends upon the utility we find in the possession of th^t 
quantity. But equal quantities of the same commodity may 
represent unequal amounts of utility for us. We value the 
utility of the first pound at 100, that of the second at 95, that 
of the third at 90, that of the twentieth at 5. What figure 
would represent the value which jve will place upon any one 
pound out of the twenty ? Or, to -put the question another 
way, is tfic value which we place upon things bas^ upon the 
utility of that part of our stock which is indispensable, or 
upon the utility of that part with which we could dispense 
with difficulty, or of th^t part which may be almost super- 
fluous ? This is the question for which we have now to find 
a definite answer. 

The answer is readily found. The figure 5 represents the 
extent of the inconvenience that we would suffer by being 
deprived of one of the above 20 pounds. When the quantity 


58 


ECONOMICS 


TABT I 


available bas to suffice for the satisfaction of wants of different 
degrees of urgency, it is in the satisfaction of the least urgent of 
these wants that we will begin to deny ourselves, in the event of 
a decrease of the available stock. Were water to become scarce 
we should begin by exercising economy in the amount of it 
which we used for watering our gardens or for washing pur- 
poses. Not until we had economised in these respects, should 
we begin to exercise economy in the quantities which we used 
for drinking and similar purposes. The value of a definite 
quantity of a commodity, therefore, depends upon the feosf of 
the advantages resulting from the possession of that quantity. 
If we assume that stocks are accumulated by successive incre- 
ments — an assumption that does not always coincide with fact 

we may express what has just been said in the following terms . 

the value of things is determined by the utility of their last 
increment, their Final Utility, as Jevons calls it, or their 
Mar g i'iia.l Utility, to adopt an expression used by other English 
writers, and having its equivalent in the German term 
' Grenznutzen. The marginal utility the utility of 

that part, of qur stoclr, of .winch we stood least in need, or 
, which approached most nearly to the limit of our wants. 

We now see once more that the' value of a quantity of 
goods is not an exact measure of the importance which we 
attach to those goods as a class. The sum of the advantages 
which we derive from our stock of the goods in question may 
be. very great, even though the last, or even the two or three 
last, of its increments be quite useless to us. On the other 
hand, the sum of the advantages which we derive from the 
enjoyment of a particular class of things may be small, and 
yet we may place a high value upon the last increment of 
our stock of those things.. Take two articles, A and B. The 
first pound of A which we receive affords us advantages 
which we value at 100 ; the first pound of B affords us 
advantages which we value at 50. Suppose now that the 
advantages yielded by each successive pound diminished by 10 
in the case of each article. We should then have the follow- 
ing state of things : — ^ 

Utility of 1st lb. . . • • 100 50 

.. 2nd 90 40 
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of 4th lb. . 



A 

70 

B 

20 

5th „ 



60 

10 

6th „ 



50 

nil 

7th „ . 



. • 40 


8th „ . 



30 

>> 

9 th „ . 



20 


10th „ . 



10 

» j 

nth,, . 



nil 



Suppose we already possess nine pounds of A and only one 
pound of B. The value of an additional pound of A will be 

10, while in the case of B it will be 40. So that although 

A as a class is very much more useful than B — as shown by 
the estimated values of the first pound of each — nevertheless, 
a pound of B is four times as valuable as a pound of A. Or, 
suppose we have eleven pounds of A and six pounds of B, 

neither article will now have any value ; but the one will 

yield us much more advantage than the other. The value 
of things per unit is an expression, . ..not of the extent to 
which a class of commodities is indispensable to us, but of the 
extent to which a given quantity ot commodities can be dis- 
pensed with. If.^the value of one ton^ of wheat is the same as 
that of two ounces of gold, it simply means that we estimate 
the disadvantage that would result, feom the loss of one ton of 
wheat at the same figure as we estimate the disadvantage 
that would result from the loss of two ounces of gold. 

By be.aring,^ this in mind we at once see the absurdity 
of a proposition which has sometimes been put forward, that 
the wealth of a country would be increased if half of the 
wells and river-sources were to be dried up. Drinking-water, 
it has been maintained, would then acquire a value which it 
does not now possess. By slightly altering the diagram given 
on p. 65, we are enabled to use it for the purpose of confut- 
ing this wonderful doctrine. 
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Let the line AB represent the quantity needed for the 
supply of our wants, the line AO the quantity at our disposal, 
and let the spaces between the perpendiculars represent the 
utility of each of* the quantities of which the stock AB is 
composed. 

So long as the stock exceeds the amount required, that is 
to say, so long as the horizontal line beginning at the point 
A extends beyond the point B, the article will have no value ; 
it will belong to the non-economic goods. But if the source 
of the supply be stopped, and the available quantity diminish 
until it reaches the point A!, the article will acquire value, but 
mankind will not be made richer. The advantages represented 
by the spaces 5 to 7 now disappear altogether, and only those 
represented by the spaces 1 to 4 continue to be enjoyed. 

“ Many of the errors in political economy,” says Eicaedo,^ 
“ have arisen from considering an increase of riches, and an 
increase of value, as meaning the same thing. Far from 
meaning the same thing, the one expression sometimes means 
the very opposite of the other. 

In proportion as things become more plentiful they 
diminish in value, and yet wealth consists in abundance. In 
order to have a high value, an article must not only be 
esteemed very useful owing to its qualities, it must also be 
scarce ; that is to say, the available supply must fall far short 
»f what would be needed to satisfy everybody’s wants. 

And in this we find the explanation of a well-known 
fact, viz., that the value of things diminishes when their 
quantity increases. This would appear quite puzzling we 
ought rather to say, this would never be the case— if each new 
increment to a given stock were to afiord the same amount of 
pleasure as the preceding increment. What would happen 
when the stock was increased would then be this : at first the 
article would retain its full value ; but were the stock to keep 
constantly increasing, the article would suddenly lose all 
value ; it would be transformed all at once from an economic 
—perhaps even a highly valued— commodity into a non- 
economic commodity. We do not go so far as to assert that 
such a course of things is inconceivable, but that it takes 
place very rarely— if indeed at all — is a matter of common 

1 Principles, chdJp, xsi. ; V dm and Riches : their Distinctive Properties. 
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knowledge. Tke depreciation arising from decrease of supply 
may be more rapid in the case of one article than in the case 
of another; but, as a rule, we find it to be more or less 
gradual This would be simply inexplicable, were it not that 
in most eases each new increment to the existing stock 
possesses less utility — at any rate, for society as a whole — • 
than did the increment which preceded it ; were it not, in 
fact, that as the supply increased the marginal utility 
decreased. 

§4 

Value and Cost Price 

We have now seen the sense in -which the word Value 
has to be understood. But this brings us to another expression 
which requires explanation, viz. Cost Price, Exchange is 
such an important factor in man’s activity for the satisfaction 
of his material wants, that at the mention of cost price our 
minds at once turn to thoughts of money and commerce. 
But just as things have a value apart from exchange, so 
also have , they a cost price apart from exchange, and it is 
necessary that we should see clearly in what that price 
consists. 

Cost price is the exact opposite to value ; it is the sum of 

the sacrifices which we make in order to obtain a thing. 

Value, on the other hand, indicates the extent to which a 
thing presents itself to us as a commodity ; the figure at 
which we estimate the advantages we derive from possessing 
it. But what is it that constitutes the price paid by 
mankind as a whole for the things which it acquires? 
This is a question which some economists have not taken 
sufficient pains to answer. Owing to exchange, the cost price 
of things often appears to be quite different from what it is 
in reality. 

In the language of every day cost price indicates the 
sum-total of the disbursements which an entrepreneur has 
to make in order that he may procure a given quantity 

of commodities. As a rule, he treats all these disburse- 

ments, be they wages of workmen, cost of coal and fodder 
consumed, or what not, as items in the cost of pro- 
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auction. When he wants to ascertain the amount which 
his products cost him per pound, he adds together the 
various disbursements and divides the sum by the total weight 
in pounds produces. And from his own point of 
quite right in doing this. For, whether he has spe^t £1,0W 
in wages and £500 on fuel and fodder, or whether he has 
spent £1,000 on the latter and £600 on the former, makes 
no difference to him, having regard to the object he ^has m 
view. In either case he must pay £1,500, and this is the only 
fact that possesses interest for him when he wants to know 
the cost price of his products. But the economist, when he is 
considering the conditions for promoting the welfare of society 
as a whole, has to be careful not to view things from the 
standpoint of the erOrepreneur. Under no circumstances may 
he plLe wages on the same footing with fuel and fodder as 
part of the cost; he has to use the word cost in a much 
narrower sense when speaking of the price at which mankind 

acquires its income. i i j. ' 

In order to be able to grasp the sense properly, let us 
imagine a number of persons united in a co-operative society 
and producing material goods. One contributes capital and 
landf another, his knowledge ; a third, his muscular strength, 

and so on. Accounts are settled at the end of the year. Inow 

as to the cost. Many have had to draw something on account 
ia the course of the year, being unable to wait until the net 
results of the joint undertaking had been ascertained, and it 
was found necessary to advance them as much as they would, 
according to an estimate, have been entitled to receive eventu- 
ally as their share. Are these disbursernents part of the cost . 
Certainly not ; they are portions of the jointly acquired income 
resulting from the enterprise. The only items that can be 
reckoned as part of cost are : corn used for sowing, live-stock 
that has perished, whatever has been used up in the enterprise 
itself, and depreciation through wear and tear. Let iis ^low 
modify our hypothesis. The workers, who form a part of the 
society, demand a fixed wage in Hen of weekly payments on 
account, and the landowners demand a fixed rent. The result 
of this is, that the enterprise loses its co-operative character, 
as the risk will in future be borne by certain members of the 
society only. But this does not change the economic character 
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of what the workers and the landowners receive. That which 
is paid to them consists still, as it did before, of products of 
the enterprise. 

We see, then, that what the entrepteneur regards as the cost 
price of his products is a very mixed sum. It certainly 
includes what would be the cost in the narrower, or social, 
sense of the word; but a great part, generally the greater 
part, of the sum consists of income and nothing else. A 
manufacturer who engages a workman at a fixed wage, invites 
that workman to assist him in creating a certain income. As 
the workman wants to know how much he may consume, the 
manufacturer promises him, not a certain percentage of the 
income which he is to help create, but so much per day or 
per job. When the manufacturer borrows a certain amount 
of capital at a rate of interest agreed upon beforehand, he 
deals siniilarly with the capitalist. To Mm also he gives a 
share of the income that is to be created, and here, as in the 
former case, the magnitude of that share is not uncertain, but 
determined beforehand. The entrepreneur has every right to 
reckon all these prearranged disbursements as part of his 
cost ; but we know very well, and so does he, that they only 
make up the sum which he must pay out of the income he 
has earned, as recompense for the assistance afforded him in 
earning it. 

The utmost confusion of thought results from a failure 
to observe the distinction between cost from the point of 
view of the entrepreneur^ and cost from the point of view 
of society as a whole. Every entrepreneur attaches great 
importance to the cutting down of Ms expenses, and for the 
success of his business it matters not in the least whether this 
end be reached by the reduction of •wages, or by improved 
methods of production. But from the point of view of 
the welfare of society, this is anytMng but a matter of in- 
difference * for, a fall of wages means a reduction of the 
income of the most numerous section of the people, while 
improved methods of production mean an increase of useful 
commodities. We sometimes hear complaints as to the 
impossibility of carrying on a certain branch of industry in 
some particular country owing to the high rate of wages in 
that country. Doubtless, these Mgh wages are an obstacle 
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fa any one who leokoM them » part of the .fat of piodum 
bnt we must be oareW -ot to legatd the mtereste of 
S;id^. ea identical with the intefata of the ">»}onty »' 
the neooie WheMvei the sncoeaafnl carrying on of a par 

tienlar branch of IHS Shea 

high ratea of wages, it a p y it 

wodd CsSrL c reate by” means of tta particular branch 
"“rnfaw return to the question, 

mankind has «, pay LTunterest on 

price consists, not of wages, hnt of care 

captal, but in ae u^g »^^4_"t’apeahing in 

fte sZ^sZ. are not'parts of the fat of production ; they 
are parts of what is produced. They are not sacrifices but 
things gained. If we want to ascertain the net as distinct 
fronT the gross income of society, we must not dedu^ct fiom 
the si^ total of commodities acquired the sums which the 
various entrepreneurs have disbursed as wages and interest , 
we Zst oTfieduct what has been spent for the purpose of 
?plSrancl maintaining commodities which have been 
SSy or partially destroyed in the process of production 

“ut in their turn, these commodities are the fruits of 
labour ’ and so we arrive at the conclusion that labour, the 
tS orproduction, is the sole price which mankind pay 
in orLr to\e able to procure such things as it deems to be 
necessary. That is to say, the only posiUve price ; for th«e 
is also l negatwe price, if such an expression be permissible. 
The negative price consists in abstinence from present enjoy- 
“rt XdXn, upon auythmg like u l»ge fal*. ■» -P”- 
* wflut iuetuieute of pioductiou. Whdet we art 
labouring to acquire or to improve those mstaments of 
^SlTctiL. it is fapoerible for u. to be 

ducing things to supply our immediate wants These u ante 
mu^ftWore, have been provided for beforehand ; a stock 
Trt toe be ^ cumulated, and that stock can on lyjm 

8ome Leadino Prin- 
ciples of PolUical Ecorumry (London, 1874), pp. 46 ei sey. 
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the result of thrift, or, at any rate, of abstinence. This 
abstinence meets with its recompense later on, but it is, none 
the less, a sacrifice made by those who practise it; a price, 
a negative price, if we must so call it, paid* by man in order 
to obtain the commodities which he desires to possess. 

Not only, then, do the expressions Value and Cost Price 
differ widely in meaning, but the; one actually means the 
reverse of the other. Nevertheless, it is a well-known truth 
that the relation between the values of things in most 
cases corresponds pretty nearly to the relation between their 
respective cost prices. How is this to be explained ? The 
reason is, that every one prefers to apply his labour to the 
production of such things as will afford him the greatest 
amount of enjoyment. Value is the tow, so to speak, 
of labour. It determines the direction in which people shall 
labour ; the objects to which labour shall ho Speak- 

ing very broadly, every kind of labour will be continued up to 
the point at which it becomes as remunerative as any other 
kind of labour. As a result of this, most commodities auto- 
matically acquire a certain value in relation to each other, 
which corresponds approximately to the proportion between 
their respective costs in labour. 

An example may serve to make this clear. Suppose that 
in a certain country it requires exactly the same effort to 
produce half a ton of wheat as it requires to produce a to]> 
of rye. The proportion in which the cost price of wheat 
stands to that of rye will therefore be as 2 : 1. Suppose 
now that the advantages which people expect to derive 
from equal quantities of wheat and rye in this particular 


country were as follows 

Wheat. 

Rye. 

Utility of a 1st quantity . 

. . 10 

10 

>> j 9 2nd ,, 

. . . 9 

8 

„ 3rd „ 

. . 8 

6 

„ „ 4th „ . 

. 7 

4 

„ „ 5th „ 

6 

H 

,, ,, 6th 5, . 

5 

3 


It is evident that at first rye only would be produced; 
for, in producing wheat, double the amount of labour would be 
required in order to procure the same antiount of advantage. 
But this condition of things becomes changed as soon as four 
VOL. I F 
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quantities o£ tye hart been obtained. 

then lies in producing wheat, for the value ot rye 
JXh defends, as les the value of any other ccunjnod.ty 
upon its marginal utility-will now have ^ 

4 and the proportion between its value and the ' alu® of 
theat wm be L favourable than 1 : 2. ^ot ^ ^ 
quantities of wheat bare 

wheat has thus been brought doi\m to 8, will there cease^ 
according to our hypothesis, to be any “ extending 

file r)roduotion of the one more than that of the other. 

Se ejection between value and coat price, ot value and 
cost of production, is frequently represented to us in a manner 
f calculated to mislead. The value of thmgs,^as some peop^ 
■nut it devends upon or is determined hy then cost of product 
£ 'e^Sona! however intdligibl. *0 

are to be deprecated. Things do not derive value from the 
fact that they have cost labour ; labour has been expended 
u~n“m te«ae they have value. The value «< —'S 
is'not determined by the amount ot eieitioii mvolved m to 
production, but by the amount of mconvenience arismg feom 
L being deprived of them. Our statement as 
seems more accurate. Instead, therefore, of saying that >he 
value of things depends upon their cost of production, let us 
rather say that the values of commodities, of which the supply 
1 .may be Lreased by labour, must, in the long-mn, coinade 

k with their respective costs of production. t - 

There is much more to be said upon the subject which we 
have here just touched upon. As a rule the cost price of an 
article is not the same for each of the parts of ® 

total production of that article is made up. How much labour 
is spent in producing a ton of 

depLd to a large extent upon the situation and q^uality of the 
Zl in which the wheat is grown. How much labour is re- 
quired for the spinning of a 100 bales of raw cotton into yarn . 
Lss labour will be required for this purpose m_ a large factory 
than in a small one. Out of these dissimilarities 
plexities which will claim our attention later on. All we 
^shed to do in this place was to explain the expression Cost 
Price, as used in its economic sense, and to mdicate, m very 
general terms, the relation between Cost Price and Value. 
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§ 5 

Value in Exchange 

Up to the present we have in every case spoken of value 
apart from exchange. We will now deal with the subject of 
exchange, and begin by asking, What is its origin ? 

This question admits of a very simple answer. Exchange 
arises out of the circumstance that commodities are not always 
in the possession of those by whom they are most needed, and 
therefore most valued. Abam h^^ to 

account for exchange by ascribing it to an innate tendency in 
man to barter. Experience, however, shows that this tendency 
never manifests itself under circumstances in which it would 
be disadvantageous to barter. .JSbbyody.i a thing away * 
unless he attaches a higher value to the thing which he re- 
ceives in exchange for it. Our readiness to buy or sell 
particular things, therefore, is not at all times equally great ; 
for things do not at all times possess the same value for 
us. When a person is engaged in a scientific inquiry he 
will sometimes place a high value upon books, to which, at 
other times, he would probably attach little value. A person 
happening to be in a desert will, if necessary, give golden 
ornaments in exchange for a drink of water. The desire to 
barter is not felt until a motive arises for bartering, and the, 
moment that motive has ceased to exist the desire to barter 
disappears. 

It was a long time before people could be brought to 
understand that both parties might benefit by an exchange. 

It is more especially in its application to international trade that 
the truth of this proposition is frequently denied. And yet 
it is easy to show that exchLan^e.,must.. inwall,. cases 
advantage to both parties,, except when either party is labour- 
ing under a mistake. .A„^has.not..enough.,.of one article . and 
too much of another. With B the case is reversed. Under 
these conditions exchange must be beneficial to both ; for each 
gives away something he can do without for something he 
wants. 

It is also a matter of controversy how far equal value is 
given and received in exchange. There is no more difficulty 
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about this question than there was about the last. Were you to 
attach just as much value to the thing that you are bmng askec 
to part with, as you do to the thing which is being ohered you 
in exchange, you* would only be gmng yourself unnecessary 
trouble by exchanging. Therefore, in any exchange trans- 
action which fulfils its purpose, the value of the thing received 
is always greater than that of the thing given. ^ And this 
applies to both, parties, because the value which each ot 
them attaches to a given quantity of the same commodity is 
different. Equality can only exist between the values of what 
each of them gives, or between the values of what each of them 
receives, according to the estimate of the giving and receiving 
parties themselves. But though such perfect equality is 
possible, it is not necessary. Many exchanges take place 
' by which both parties are indeed gamers, but one of them 

to a greater extent than the other. 

The more the value of what we receive exceeds the value 
of what we give, the stronger our inclination^ to exchange. 
But as the value of the thing which we receive dmmiishes 
with every increment of our stock of that thing ; and as, 
with each diminution of our stock of the thing which we give, 
the value of the remainder of that stock beconies greater, 
there arises a tendency, not towards absolute equality of value 
between what each of the parties gives and receives, but 
(towards a constant lessening of the inequality of their values. 
Imagine two persons, both of whom have an equal liking for 
two articles. Suppose, however, that A has six quantities of 
No. 1 article and not any of No. 2 ; while B has six 
quantities of No. 2 but not any of No. 1. Suppose a,lso that 
they both estimate the utility of the different quantities com- 
posing their stocks of these articles as follows . 

. Article I. Article s.^ 

(Possessed only by A.) (Possessed only by Ji.) 
100 100 

90 90 

80 80 

70 70 

60 60 

50 50 


Utility of Ist quantity 
2nd „ 

3rd „ 

4th „ 

5 th „ 

6th 


For A, a single quantity of No. 1 article will now possess a value 
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represented by the figure 50, and for B, a value represented by 
the figure 100. With respect to No. 2 article the conditions 
will be reversed. But after each exchange, this difference will 
diminish. For, after A has disposed of one quantity of No. 1, the 
value which he attaches to the remainder of his stock will be 
represented by 60 ; after a second deal it will be 70 ; after a 
third 80. Meanwhile article No. 2 has been diminishing in 
value for him. So long as he had only one quantity of it, he 
valued that quantity at 100 ; but the second deal brought his 
valuation of it down to 90, and the third deal, to 80. After 
this deal, both articles possess an equal value in his eyes (also 
in the eyes of B), so that neither party has any longer any- 
thing to gain by continuing the exchange. 

It frequently happens that one of the parties has an 
interest in continuing to exchange after the other has ceased 
to see any further advantage in doing so. In such a case, the 
former must make it worth the latter’s while to continue the 
exchange. He must offer him more than he offered formerly 
for the same quantity of commodities, or else accept a 
smaller quantity of those commodities in exchange. And this 
applies also to international trade, which, as we shall see later 
on, consists chiefly of an interchange of commodities, and may, 
therefore, serve as an illustration here. Suppose a certain 
nation to have been in the habit of exchanging a? industrial 
products for ^ fo^^^ Owing to some invention, thi^j 

nation has been enabled to procure 2a; industrial products 
with the same amount of labour, etc., previously needed 
in order to procure x. It will now be able to make the 
ratio of exchange more advantageous to the nation with 
which it has trade dealings, and at the same time continue, 
itself, to profit by the exchange. It will be able, for 
instance, to offer 2a; in exchange for so that the ratio is 
no longer la; = 12 / but la;=|2/. When we exchange, we always 
aim at obtaining possession of something which we value more 
highly than what we ourselves can supply ; and not until it 
becomes impossible to fix a ratio, under which both parties can 
attain this object, do exchange transactions cease to take place. 

Exchange has an influence upon our valuations of things. 
It changes the standard of our valuation in many cases. It 
has the effect of making us value some things more highly 
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and otkers less highly than we should do if there were no 
such thing as exchange. For instance, a commodity for which 
we have little or no need ourselves, acquires increased value 
in our estimation *as soon as we learn that it is much sought 
after by others. In such a case we realise that the commodity 
in question may be of service to us in another way than in 
the supplying of our own wants. We see that we can offer it 
to those who need it more than we do ourselves, and who will, 
therefore, be glad to ofier in exchange for it something which 
we either do not possess at all, or of which our supply is very 
limited, menever exchange is possible we no longer value 
the commodities in our possession according to their own utility 
for us, but according to the utility of the things which people 
are willing to give us in exchange for them. The degree of 
our anxiety to retain, or of our willingness to part with, our 
commodities is then no longer determined by the small amount 
of pleasure which they would be capable of affording us were 
we to use them or consume them ourselves, but by what they 
represent for us as means for procuring something else, from 
the possession of which we expect to derive more pleasure. 
Yalue represents the importance of a thing for us , owing 
to exchange, things have an indirect importance as well. 

' Of the tw, the latter will always preponderate before 
we offer a thing in exchange. A man in easy circumstances 
does not sell his books, or furniture, or paintings, so long 
as they afford him as much pleasure as they did at the outset. 
But a man whose circumstances have undergone a change for 
the worse will sometimes do so ; and when people have sunk 
into extreme poverty we sometimes find them offering to sell 
articles which they would never have thought of parting with 
■ in their better days. In cases Mke these the direct importance 
of the articles has remained the same, but that of the things 
obtainable in exchange for them has been considerably en- 
hanced owing to the fact that these have become scarce 
with the owner of the books, etc. A poor man, who sells a 
woollen blanket in the winter, does not show by this that he 
is . less desirous than he was before of possessing a woollen 
blanket 5 , he simply shows that he has not enough money 
wherewith to buy bread or to pay rent. Were he, ’at the 
moment when he was about to sell his blanket, to receive 
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a liberal donation, lie would at once change his mind. The 
indirect value of the object would have fallen again below 
its direct value, and no motive for exchange would any 
longer exist. 

But frequently exchange also lessens our appreciation of 
things. Everybody makes daily use of certain objects which are 
of the utmost necessity for him ; the loss of which, however, 
would trouble him very little, owing to the fact that the 
things may be bought for a trifling sum. Here the low 
valuation is due to the same cause as was the high valuation 
in the former case; namely, that our standard is not the 
utility of the things themselves, but the utility of some- 
thing else. Owing to the system of exchange, there is an 
abundant supply of these things within reach, in addition to 
the stock which we already possess. We have only to pay 
a certain sum of money in order to be supplied with as much 
as we want of them. The extent, therefore, to which we are 
inconvenienced by the loss of the things is not determined by 
the pleasure or advantage which they afforded us, but by the 
pleasure or advantage which we shall have to forego in parting 
with the things which are required in order to purchase them. 

If the advantage or pleasure which we shall thus have to 
forego be small, so also will be our estimate of the things 
to be purchased. This standard of valuation ceases to be 
applicable if, from any cause, our source of supply be cut off^ 
But then the inconvenience which we would suffer from the loss 
of the thing itself would be much greater ; for in this case we 
should value it according to its own utility, and this utility 
might be such as to render the thing an absolute necessity. 

It was stated in the introduction to this work that 
our view of the general requisites for material welfare is ^ 
modified by exchange ; and here, already, we have had an 
illustration of the fact. In a society in which no exchange took 
place, all things would be valued solely according to their direct 
importance ; that is, according to the pleasure or advantage 
to be obtained from a given quantity of them ; or— to employ 
once more the technical expression' with which we shall have 
to become familiar — according to their marginal utility. In 
society, as at present constituted, things are often esteemed 
according to their value in exchange ; that is, according to their 
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importance as articles of commerce. Nevertlieless, thoiigli we 
may not always be aware of it, the other standard of ^aluation 
is preserved, and is applied in every exchange. For every 
exchange is ba»ed upon comparison. We compare the 
pleasure or advantage which we shall be able to derive 
from the possession of the thing which is being offered to 
us, with the pleasure or advantage which we actually derive 
from the thing asked from us in exchange; and the con- 
clusion at which we arrive depends upon the result of this 
comparison. 

§6 

Causes which determine Value in Exchange 

We have only to follow up the thought just expressed, 
and to connect it with what has already been said, in order 
to learn the causes by which, in general, the value in exchange 
of things is determined. In every exchange two points 
come under consideration, the value of the thing we get and 
the value of the thing we give. We know how the first 
of these values is regulated. When certain quantities of 
an article are offered to a group of persons in the way of 
exchange, all the members of the group are not equally 
anxious for the possession of the article. One needs it very 
urgently ; another, less ; a third, scarcely at all. But the value 
in exchange of the same article in the same market must be 
the same for all equal quantities of that article. In the case of 
a given supply,, in the market, therefore, the value in exchange 
will depend upon the smallest marginal utility which the 
article , possesses for any one amongst all those who are to be 
^ its purchasers in,, the event of its finding a sale. The law 
which governs the value of things apart from exchange is 
fully applicable in this case. 

Of necessity this must be so. Suppose a country where a 
hundred persons are disposed to buy a definite quantity of an 
article, and that the first person is prepared to pay if necessary 
£100 for it, the second £99, the third £98, and the hundredth 
£1 only. Were a hundred such quantities to be offered for sale 
in that country, it is clear that they would only find purchasers 
at the price of £1 per quantity. For, at a price of £2, the 
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hundredth person would withdraw. It is true that all the 
other buyers would now eSect their purchases on very profit- 
able terms, and that this might tempt some of them to 
buy more than a single quantity, even at a* higher price than 
£ 1 : This may prevent the value in exchange of the article 
from falling too low. But were such a thing to happen, it 
would by no means disprove the proposition stated above. It 
would show that the minimum utility which one of the hun- 
dred quantities of the article possessed for the group, was 
greater than we had been assuming; not that the value in 
exchange of the article was not determined by such minimum 
utility. 

It may even happen that. .differeut persons assign equal 
utility to one and the same thing, and that one of them , may 
yet be willing to give much more for it than the other. 

For, the value in exchange of things — to recall the second 
of the two points mentioned above— depends not alone upon 
the advantages which we expect to derive from their possession, 
but also upon the advantages which we relinquish when we 
purchase them. We attach a value not only to the things 
acquired, but also to the things given in exchange. If different 
persons attach the same value to one and the same thing, but 
differ in their estimates of the sacrifice to be made in order to 
obtain it, the one will be willing to give more for it than 
the other. 

The richer we are, the less value, as a rule, do we attach to 
a given sum of money. 

This is proved by everyday experience. A millionaire 
would not be greatly distressed by the loss of £10, whereas an 
artisan would feel such a loss very keenly. A man in easy 
circumstances would not be greatly elated if he were presented 
with half-a-crown ; a servant, however, would accept it with 
gratitude. If a man be fortunate enough to possess an abund- 
ance of worldly goods, he suffers no privation in parting 
with a small portion of them; when he possesses little, the 
merest trifles are of consequence to him. A man who has an 
income of £600 per annum and spends £100 on house rent, 
still has £500 to spare for bther purposes. Were a man with 
£150 per annum to spend the same sum on house rent, he 
would only have £50 left for the purchase of food, clothing, 
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and anything else that he might require. -It follows that the 
spending of £100 does not represent the same sacrifice for 
everybody. For one it would mean very little ; for another 
very much. For a rich man it would mean putting by some- 
what less ; for a poor man — supposing that he had such a sum 
to spend — ^it would mean being deprived of many of the 

comforts of life. , . ■ . 

If we bear this in mind, we shall see that when the quantity 
available of a thing increases, its value in exchange— how- 
ever that value may be expressed — must diminish to a much 
greater extent than its direct value. For, upon the latter 
only one cause is operating to produce this effect; viz. the 
diminishing utility of each successive addition to the existing 
stock of the particular article. Upon the value in exchange, 
however, an additional cause is operating in the same direc- 
tion, viz. the difference in the estimates of the sacrifices. 
Before we can fully realise how this difference operates, we 
have to consider that the rich are a much less numerous body 
than the merely well-to-do ; that the latter, in their turn, are 
much less numerous than the class immediately below them in 
the scale of wealth, and that the poorest classes outnumber 
all the others put together. Calculations of social income 
have often been made, and from these we learn that the 
lower we descend in the social scale, the larger the popula- 
tion we find. Kothschilds are counted by tens, labourers 
by millions. As it depends in a great measure upon the pur- 
chasing capacity of the individual, how much he is prepared 
to sacrifice in order to obtain a given article, and as the pur- 
chasing capacity of the most numerous section of the popula- 
ig the smallest, it follows that an article can have a high 
value in exchange, only when the quantity of it offered for 
sale is relatively small. If we want to find a sale for a larger 
quantity of it, we must look for our purchasers among the 
less wealthy classes of citizens, and with e|.ch increase in the 
quantity which it is desired to sell, a step further must be 
made in the same direction; until at length we reach the 
class which is very numerous, but has a very small purchasing 
capacity, and can therefore only afford to pay a low price. 

We do not propose just yet to go fully into the causes 
which determine value in exchange. We may add, parentheti- 
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cally, that these causes are remarkable for their diversity. 
From the foregoing, however, we are able to deduce a proposi- 
tion which may be of much service to us in the further 
treatment of our subject. If it be true th^t, in most cases, 
things become less valuable in exchange according as they 
Ijecome more abundant ; in other words, if it be true that, as 
a rule, a given price does not hold out to everybody an equal 
inducement to purchase, and that, in many cases, it actually 
fails to hold out any inducement whatever to do so, then it 
must also be a very general rule, that the demand for a thin^ 
depends upon the price that is asked for it. 

The demand for a thing consists not only of the desire 
to obtain it, but also of the readiness to sacrifice some- 
thing to the gratification of that desire. If certain people are 
prepared to sacrifice much, while others are willing to sacrifice 
only a little, in order to obtain the thing which they want, 
then the demand for that thing, far from being independent 
of the price asked for it, has the closest possible connection 
with that price. The proposition which we wish to prove may, 
therefore, be stated in the following terms : 'Whenever given 
quantities of an article, or given quantities of the thing which is 
being asked in exchange for it, are variously valued by different 
people, the demand for that article will increase or decrease 
according as the sellers prove yielding or exacting in respect 
to the price. In other words, whenever the condition here' 
assumed is fulfilled, the marketable quantity of an article will 
be regulated by the price of the article ; less will be sold if its 
price be increased, and more if its price be reduced. 

As we proceed with our inquiry we shall see how fre- 
quently this condition is fulfilled, and how seldom it happens 
that all those to whom a commodity is offered are prepared 
to give the same amount of money, or labour, or goods 
in exchange for it. The unequal marginal utility of things 
furnishes us not qnly with the key to the explanation of 
exchange, but also-— being such a common phenomenon — with 
solutions for most of the problems connected with exchange. 
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§7 

Value in Exchange and the Distribution of Income 

It has not been our aim in presenting these views to estab- 
lish certain general conceptions or rules as a basis upon which a 
theory of the whole system of value in exchange might be built 
up. Our object merely was to make the reader more or less 
familiar with the subject-matter of this part of our treatise j 
to enable him to understand the meanings of some of the terms 
which will constantly recur, and above all to make it clear to 
him that things possess value irrespective of trade and barter. 

We have a few final observations to make as to the direc- 
tion of the inquiry upon which we are about to enter. It 
has already been pointed out in the introduction, that every 
attempt to explain exchange is also an attempt to explain 
the distribution of social income. By social income we mean 
the sum-total of economic goods which a nation has at its 
disposal in a given period of time ; the net result of the pro- 
ductive labour of the nation during that time. The propor- 
tion in which that income is distributed depends upon various 
causes. But whatever affects the value of things in exchange 
occupies a prominent place among these causes. For, if a 
person sells the things he has produced, the recompense which 
he receives for his labour will be determined by the value of 
the things which he receives in the way of exchange. If the 
goods which he has to offer be valued highly, he receives much ; 
if but little value be placed upon them, he receives little. Thus 
the value in exchange of his products is one of the factors for 
determining his share of the general income. 

The fact that an inquiry into exchange is also an inquiry 
into the distribution of income becomes still clearer to us 
when we remember that services as well as commodities have 
a value in exchange. What is rent ? The landowner, instead 
of cultivating his land himself, leases it ; that is to say, he 
permits a certain person to use his land, thereby rendering 
that person a service. This service possesses a value which 
is expressed as rent. What is interest on borrowed capital ? 
What are wages? A capitalist, instead of applying his 
capital to his own personal use, transfers it temporarily to 
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another. The labourer, instead of applying his labour to 
objects intended for his own personal use, places his time and 
energies at the disposal of entrepreneur. These services 
possess direct value for the person to whom, tod therefore value 
in exchange for the person by whom, they are rendered. An 
inquiry into the causes which determine the magnitude of this 
value in exchange is also an inquiry into the rules which, under 
the influence of commercial intercourse, regulate the distribu- 
tion of the social income amongst the various classes of society. 
The aggregate production of the whole of society,’’ says Dr. 
W. C. Mees in Part II. of his Overzigt van eenige hoofdstukhen 
der staaihuishoudhunde} '‘forms, as it were, a large common 
fund towards which each person engaged in industry furnishes 
his contribution, and in the disposal of which each contributor 
has a share. The amount of each person’s share depends upon 
the value of his contributions ; the classes of objects comprised 
in his share depend upon his own selection. The distribution 
is effected by means of exchange, or, what is the same thing, 
by means of buying or selling. Each person sells his con- 
tribution for a stipulated price, and thus brings it into the 
common fund. He is free to lay out this price in the pur- 
chase of such of the contributions of others as may commend 
themselves to his tastes. 

" Were industry so organised that the articles which 
each person produced by his own unaided labour could be 
immediately placed in the market by the producer himself, 
the whole matter would be very simple. The income of 
each individual would then be represented by the sum-total 
of what he produced. To whatever extent the value of what 
he had produced exceeded the value of what others had 
produced, to that extent precisely would his income exceed 
that of others. . . . But the actual organisation of industry 
is very much more complex. The things which are placed in 
the market are usually the products of industrial activity 
extending over a considerable period, and shared in by many. 
To a great extent these articles represent, as regards those 
who place them in the market, little else than capital; not 
their own production, still less their own income.” 

The distribution of commodities depends, therefore, not only 


^ Amsterdam (1866), p. 46, 
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upon their relative value m l^^npon the 

the services employed “ F® interest on capital, the 

rent of land, the rent of houses, the “Merest m P^^ 

profits they represent, not 

Xin teltlon to the commodities, but also in relation to 

each other. » , -x^r^ value in exchange of 

We propose to ded ;^Xof the money prices of 

services later questions bearing upon 

commodities, ihe mo p remain unanswered 
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THE RENT OF LAND 

§' 1 ■■■.;■' 

The Source and Nature of the Rent of Land 

In accordance with the plan which we have mapped out 
for ourselves, we shall begin by inquiring into the rent of 
land. In speaking of land, we refer exclusively to land used 
for the growing of crops or for pasture, not to land used for 
building purposes. In the next chapter we shall be dealing 
with the rent of houses, and shall then have an opportunity 
of saying all that is needful concerning building land, the rent 
of which is usually incorporated in that of the houses. This 
fusion of agricultural rent and house rent often occurs in th& 
case of rents for arable and pasture land as well. Whenever a 
farm includes a dwelling, the rent covers payment for every- 
thing of which the tenant is allowed the use, including the 
dwelling and the barns. It would frequently be no easy matter 
to distinguish with arithmetical precision between' the two 
factors, rent of land and rent of house, which together make 
up the sum payable by the tenant to the landowner. But 
granting that such a calculation would sometimes be difficult, 
there can at least be no doubt that the tenant would have 
declined to pay for the mere use of the land as much rent as 
he has agreed to pay for the land and farm buildings together. 
The best method, it seems, of ascertaining the rent of the land 
itself in such cases is to ask what rent the tenant would pay 
for the land supposing that he were himself the owner of the 
farm buildings which have been erected upon it. The difference 
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between the sum which he would pay under •“* 

and what he actually does pay, would eapreas the tent of the 

We Aall pmeeutly be going fully into the «* 

and the causes which bring about a rise or a fall of rents 
but we must first of all establish quite clearly what we mean 
len we speak of the rent of land. To some extent this has 
already bee^n made clear by the foregoing, but a few additio 

in the introduction and we now 

repeat, that the rent actuaUy paid does not in all ^ „ 

sent the full competitive rent; that is, such a rent as the 
landowner could secure by acting on strictly commercia 
nrinciples hke the stockbroker, for instance, when he is op«a_- 
L" on the stock exchange. The landowner, more especiaUy if 
he°has acquired his land by inheritance and not by purchase, 
mZ “reutirely o„ such priuciples. The relatrcus between. 
C“ud his tenets are other than memly “'i 

He desires that the people who ate settled ’ 

should be prosperous. He may wish to owueMhip 

for some political purpose. In many countees ‘k* 
of land is a sure means of acquiring influence. But a land 
owner would profit little by this means if, by n®giectmg to 
take an interest in the concerns of his tenants, he fade 
in«iniTe tliem with, a pcxsoBal liking fox him. 

There is another xeasqn why the rent actually paid does no _ 
in every case correspond to the full competitive rent 1^“^: 
cases farmi 'are leased for a number of years at a stretch. In- 
Sotland, for instance, leases of twenty-one years are very 
common. In Sicily, we find leases of ' 

longer, the tenant undertaking to plant fruit trees. ^ ■ 
such agreemejits are entered 

of the land-the ‘l^^ent ’’-may alter considerably, while 

the rent actually paid remains the same. It is exceedingly 
important that we should bear this in mind, lest every conclusion 
re<?arding the former, and deduced from economic inquiry, be 
pronounced appUcable to rents which are actually beinpaid. 

^ Land, like everything else possessi ng value, owes its rental 

1 ContraUi a mglioria. See S. Sonnino, I conladini in SiciliT^romc, 
1887), pp. 157, 167. 
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value to the useful qualities which it possesses. These 
qualities may be summed up in the one word — ^fertility^. 
Much of the land owes its fertility almost entirely to nature. 
Other land, however, owes it in a great measure to labour. 
Through irrigation, constant manuring, and various other kinds 
of labour directed towards the improvement of the soil, many 
lands which would otherwise have been of little use have 
acquired great utility, and have therefore become capable of 
yielding a high rent. 

Some, including the American writer Carey^ have gone S 0 | 
far as to maintain that the land, taken as a whole, is incapable' 
of yielding any rent except in so far as useful properties have 
been conferred upon it by labour. This is obviously an ex- 
aggeration.^ The land comprised in Holland has, according 
to the most recent estimate, a rental value of £8,000,000, and, 
therefore, a purchase value not far short of £250,000,000. 
Carey would, therefore, have to prove that labour to the 
value of that sum had been applied in order to render the 
soil of Holland fit for cultivation. It would be difficult to 
prove this. There are no statistics showing all that has been 
spent from the earliest times upon land improvements in 
Holland. But even if such statistics were to be had, they 
Would, in all probability, show a much lower figure than 
£250,000,000 ; for land has increased remarkably in value 
in the course of the nineteenth century. As nobody will ^ 
deny that this increase in value exceeds by far the amount 
that has been spent during the same period upon the improve- 
ment of the land, it follows, if Carey’s contention be true,.i 
that, before it began to rise in value in this century, the, 
’soil of Holland was worth less than had been spent upon it. 
This is equivalent to saying that, taken one with another, 
those who have laid out capital upon the improvement of the 
land must, up to a comparatively recent time, have been working 
at a loss, at a considerable loss, in fact. This is an assumption 
which cannot be entertained. In any case Carey’s statement v 
is a mere assertion, as there is no evidence to support it. 

It may, however, be conceded without hesitation that 
there are few land -areas that are not indebted to human 
labour for a part at least of the properties which give them 

1 As shown by John Sttjaet Principles, Book II. chap. xri. p. 260. 
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utility. Some, people hay found in this a reason fox regarding 
what is commonly called rent as being made up of two distinct 
factors, namely, ^|eai..xent, or rent in its narrower sense, and 
!, interest on capital. They would include under the former 
^head only those things which are yielded by the original 
properties of the soil; the rest, they say, should be regarded 
as interest on capital. They argue as follows : A field 
yields £20 per annum to its owner; if nothing had been 
done to improve it, the field would only yield him £15. The 
difference, amounting to £6, is not rent in the strict sense of 
the word, but interest on the capital laid out in improving the 
land. They readily admit that it would be impossible to 
show in every case what portion of the so-called rent was true 
rent and what portion interest on capital ; but this does not 
weigh with them as a reason for not making the distinction. 

We, object to this distinction, however. It must lead to the 
erroneous supposition that the causes which make rents rise and 
fall operate upon a part of the rent only, and that, irrespective of 
these, the causes which determine the rate of interest on capital 
exercise an influence of their own upon the rent. But it is a 
. matter of common knowledge, and has never been disputed, 

^ithat when there is a fall in rents coincidently with a rise 

iin the rate of interest, the whole of the rent falls, and we do 
I not find one part of it going up and the other down. ^ What 

can be said then in favour of maintaining this distinction, and 
whither can it lead if not to misconception ? 

No. The sources of rent are different, it is true, and we 
shall do well to bear this in mind ; but the nature of rent is 
always the same. Whether it be its own natural properties 
or human labour that has rendered the land suitable for cul- 
tivation or for stock-rearing, as soon as there is an increased 

^ Those who make this distinction-— as for example Th. Mithopf in his 
article headed “ G-rundrente ” in the Handworterbuch der tStmtswissenscIiafien— 
quote the words of Ricardo, who says : “ Rent is that portion of the produce 
of the earth which is paid to the landlord for the use of the original and 
indestructible powers of the soil.*’ But this passage, in which the author 
certainly did not express himself quite correctly, ha,s to be taken in conjunction 
with those which succeed it. It then becomes quite clear that by “ original 
and indestructible powers of the soil ” Ricardo meant the soil itself, as distinct 
from such things as manure, irrigation, trenches, hedges, buildings, in short 
from whatever either serves exclusively for the next harvest or is capable of 
being removed from the soil. 
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demand for productive land such land will become capable 
of yielding more rent. It is a common thing to say that 
capital has been invested in improvements, but the expres- 
sion is quite inappropriate. ^ajgital,.„^^^^^^ the 

improvement of the land, is not transferred or transformed ; 
it ceases to exist. Capital way cannot, of 

course, be set down as a loss, for there is a gain from the 
increased utility imparted to the land ; and this gain corre- 
sponds exactly to what has been consumed in the shape of 
capital. A nation that spends capital on increasing the pro- 
ductive powers of the soil will own less capital, but better 
land. But those who say of capital applied to land that it 
''yields an interest’’ make use of an expression which, strictly 
speaking, is not accurate. Capital which Jias been consumed 
can no longer yield any interest. Imprqved^ land may yield 
more produce, and that is what takes place in this case.^ 

A distinction is made in common parlance between^et and 
gross rental valu,e. The owner of a piece of land has frequently 
to spend part of the rent which he receives on keeping his 
property in good condition. The Putch Law of 1879 on the 
revision of the assessable incomes from landed property for 
the land-tax calls the part of the rent so spent " necessary 
expenses of maintenance,” amongst which it does not include 
interest on mortgages. If we regard things from the stand- 
point of the landowner, we find that there is very good"" 
reason indeed for distinguishing between the gross income 
which he can get by the leasing of his property and the net 
income which he draws after deducting the " expenses ” just 
referred to. We must not forget, however, that the gross 
income is the real rent, and that the cost of maintenance 
is only a price which the owner has to pay in order to 
secure the enjoyment of his income. Even when regarded^, 
from this standpoint, however, the rent does not appear to 
be made up of two parts; but, just as its source is twofold, 
so also, in most cases, is its destination. Part of the rent is 
usually destined, not for the enrichment of the owner, but for 
the preservation of his property against decline in utility, or 
for the payment of certain charges adhering to it. 

1 See what Dr. C. Menger very rightly ^observes upon this point in his 
Grnndsdtze der Volkswirthschaftslehre, pp. 145, 146. 
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§2 

General Causes which determine the Magnitude of Rent: 
Ricardo's Theory 

' ‘ tThe rent of land is the income which the owner of the 
land can obtain by lotting it. 

What are the causes which determine the amount of that 
income ? To this question David Eicabdo has supplied an 
answer remarkable for its clearness. In substance it is as 
follows 

A colony settles in an uninhabited country. There is 
more land than the colonists require, so that nobody has to 
pay any rent for the use of it. But this state of things will 
change as the population increases. Suppose that there are 
three qualities of land. The best quality we will call No. 1. 
At first none but this quality is cultivated. The second 
quality of land (No. 2) is not put into cultivation until it 
has been found that No. 1 is no longer able to provide for 
all requirements. Now, from the moment that people have 
begun to cultivate No. 2, No. 1 yields rent, and the amount 
of this rent can be accurately indicated. Suppose that an 
acre of the best land yields 100 measures of wheat, and an 
acre of the second quality 90 measures only. It will now be 
immaterial to a cultivator whether he gets an acre of No. 2 
land rent free, or whether he pays a rent of 10 measures 
of wheat for an acre of the best land. The population in- 
creases still further, so that the first and second qualities 
of land are no longer capable of supplying the needs of the 
people, and it is found necessary to begin cultivating the third, 
or most inferior quality of land, which produces, say 80 
measures per acre. The result will be that land No. 1 will 
be able to fetch a rent of 20 measures, and land No. 2 a 
rent of 10 measures, per acre. For, whether a man had the 
free use of an acre of the land which produced 80 measures, 
or whether he paid a rent of 10 measures for an acre of land 
producing 90 measures, or a rent of 20 measures for an 
acre of land producing 100 measures, the advantage to him 
would in each case be the same. 

Here we have, according to Ricabdo, a rough explanation 
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of the origin of the rent of land and of the causes Upon which, 
generally speaking, the magnitude of that rent depends. The 
land is a gift of nature. If it existed in the same abundance 
as air and water, all would be able to avail themselves of 
it to the extent of their needs. In most parts of the earth, 
however, the condition of things is otherwise. As population 
increases, good land becomes scarce, and recourse has to be 
had to inferior land in order to avoid famine. As time goes 
on, worse and worse qualities of land have to be brought under 
cultivation, and with each successive step in the downward 
scale the rent of such land as has already been brought 
under cultivation becomes higher. It follows, therefore, that 
the rent which a given area of land can .yield is the differ encl 
between the produce of that land and the produce of an equa| 
area of the most inferior land which it has been found necessar;| 
to bring under cultivation. 

But is it always necessary to have recourse to land which 
is less productive than that already under cultivation ? 
not possible , to apply more„ capita;l and labour to the good 
land ? Certainly, this is possible, and is frequently done, as 
shown by the large amount of land left out of cultivation in 
every country, and by the increasing prevalence of what is 
known as intensive cultivation. But experience shows that the 
new quantities of capital and labour which are applied to old 
land never bring about a proportionate increase of produced 
Here we have a manifestation of what is usually spoken of by 
English writers as the Law of Dinodnishing Eeturns. Suppose 
that a first quantity of capital and labour applied to an acre 
of land No. 1 produces 100 measures of wheat, a second and 
equal quantity will produce say 95, and a third 90 measures. 
The same advantage will now be gained whether a third 
quantity be applied to land No. 1 or a first quantity to land 
No. 3, and presently it will be even more advantageous to 
cultivate virgin soil. Were it not for the law of diminishing 
returns, it would be possible to make a single acre of rich land 
produce enough to supply the wants of a whole country. 
From the fact that agriculture and stock-rearing occupy so 
large an area of land, and that this area becomes more and 
more extended as population increases, it is obvious that we 
have to reckon with the law of diminishing returns. 
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As soon as ever a reason arises for applying a secorid 
quantity of capital and labour to land No. 1? this quality of 
land jdelds a certain amount of rent. For it will now be 
equally advantageous to a person owning such land either to 
apply to it this second quantity of capital and labour, and 
thus obtain 96 measures of wheat from it, or to take an acre 
of new land of the same quality (which, according to our sup- 
position, yields 100 measures) and pay a rent of 6 measures 
for it. 

But there is another cause of rent besides inequality of 
productive power. Some land is quite close to the market, 
while other land is situated at a great distance from it. The 
man who rents the one will have to expend a great deal more 
labour, or to pay a great deal more for labour, in order to get 
his produce to market than the man who rents the other. 
These lands will not fetch the same rent. 

Difference in situation as well as difference in productive 
power must therefore be taken into consideration. Were the 
whole of the land in the country where our colonists have 
settled uniformly good in quality, it might still admit of] 
division into classes from the point of view of dfficulty or | 
facility of access to market. The land which was most 
favourably situated in this respect would be the first to be 
cultivated, then the land that was one degree less conveniently 
^situated; and, according as it became necessary to cultivate 
the more remotely situated areas, those already brought under 
cultivation would yield higher rents. We need not, however, 
trouble ourselves to prove that difference in productive power 
is a much more permanent cause of inequality of rent than is 
difference of situation. For, owing to the spread of population, 
markets frequently become established in districts where none 
previously existed. 

The Ricardian theory of rent, of which a rough outline 
has just been given, is simply an application of the well-known 
ttuth that a thing acquires increased value in proportion as 
the want which it supplies becomes more urgent. Land is 
necessary in order to obtain food-stuffs and raw materials. 
People will be willing to pay something for the use of that 
land if it produces more than is produced by land that is to be 
had for nothing. And the maximum of the payment will be 
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tte difference between the net produce of the two lands. By 
cultivating land A we get 100 ; by cultivating land B we get 
95 ; and B to be cultivated, otherwise there will be short' 
ness of supply. The advantage of cultivatihg A will there^ 
fore be 5, and the man who owns A will get that advantage 
whether he cultivates the land himself or whether he leases it 
to another. 

This is the substance of Eicardo’s theory. 

§ 3 

Objections urged against the Ricardian Theory of Rent 

Objections have been urged against this theory which we 
will state and answer. 

First, it has iDeen asked, what_g^^ Ricardo for i 

assuming that the best land was always the first to be brought | 
into cultivation? This, it has been said, is an historical 
assertion which requires historical proof. It was more 
especially Carey, the American writer, who insisted that it 
was impossible to adduce such proof. ^ According to this 
miter, people have in most cases begun by cultivating 
the highland, districts, and have not brought the more 
fertile soil of the lowlands into cultivation until after- 
wards. Carey takes much pains to prove his contentions 
historically. 

Assuming that he has succeeded in doing so, w’hat has he 
proved? The land first brought into cultivation is of the 
quality which produces, say, 90 measures of wheat to the acre. 
But after a time the whole of the available area of this land 
has been taken in, and land areas capable of producing 95 and 
100 measures per acre respectively are brought into cultivation. 
When all three qualities of land have been brought under the 
plough, it will be equally advantageous for a farmer to pay 
a rent of 10 measures of wheat for an acre of the most pro- 
ductive land, or a rent of 5 measures for an acre of the second 
quality, or to cultivate an acre of the third quality of land 
without paying any rent. In other w^ords,, the time that must 

^ Eirst in his work entitled The Past^ the Present, and the Future (1854:), and 
afterwards in his Principles of Social Science (1859). 
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elapse before all the land that ^ 

shall have begun to yield rent is longer, but there is no 
ence, either in the origin of that rent or m the ^ 

determine its magnitude. In fact Cabby s objection has no 

weight. We might very well admit Eioaedo s propositi 
be historically incorrect without being bound to rejec one 

toS ptopodtioii hiBteMy to 

a great deal of truth in what has been said by Professor Geb^ ^ 
as to the much too limited sense in wHch Cabby uses the ex- 
pression “ productive land.” “ If by Pf 

the land on which the spontaneous development of organic, 

substances is the greatest, then Cabby s 
Eicabdo is valid. But Eicabdo meant soinething different. 
He started from the hypothesis on which the whole of the 
science of economies is based, namely, that ^people wi 
always endeavour to attain their ends by methods involving 
the least amount of expenditure and effort, and mil choose 
the way by which they will be able to obtain the greatest 
results with the least labour. It follows, then, that in e 
matter of land cultivation they will first use such land as 
wiU yield the greatest amount of produce in return tor the 
least amount of labour. Afterwards, as the population^ in- 
creases and more produce is required than can be obtam^eci 
*.from the land hitherto cultivated, the people will gradually 
take to cultivating land on which the proportion between 

labour and produce is less favourable. Now Eicabdo erred 
in expressing this fact in such a way as to imply that the land 
areas newly brought within the sphere of cultivation would 
■ Always be less fertUe than those already under cultivation^ 
This will be so in many cases, but not in every case. 
Equally fertile or even more fertile land than that actually 
under cultivation may be left untilled because the cost of 
turning it into cultivated land would be too great. I his 
explains why colonists mostly settle in the more elevated and 
less productive districts. The land bordering upon the rivers 
may be of a more productive sort ; but were the colonists to set 
about convertin g marshes into arable land they would obtain 

1 In his academic thesis entitled De ontwikMing der bevolkingaker (Leyden, 
1875), p. 32. 
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less produce in proportion to the labour expended. It is quite 
possible, too, that the land, once reclaimed, would yield such 
an amount of produce as would compensate amply for the 
labour expended upon it, but that, through lack of capital, 
the people are unable to devote labour to an object which 
can only be realised after the lapse of years. This will 
certainly be frequently the case; but it is to be noted that 
the postponement of cultivation is caused, not by insuffi- 
ciency of labour due to scarcity of population, but by want of 
capital . . 

‘‘ The way in which Eicabuo uses the word fertility may 
therefore give rise to misconception ; but if the word be 
understood to imply all the advantages which land of one \ 
kind can yield above land of another kind, then his theory is 
incontrovertible.”^ 


A second objection urged against Ricardo’s theory is, that 
the very worst land under cultivation yields some rent, however ' 
little. This objection is easily disposed of. John Stuart 
Mill has shown clearly that it does not hold. A man rents 50 
acres of land. Forty acres of this land are fertile ; the quality 
of the remaining 10 acres is so poor that nobody would have 
thought of leasing them by themselves. The tenant allowed 
them to be included in his holding; but while he appears 
to be paying rent for the whole 60 acres, he is really paying 
for a part of them only, that is to say, for the 40 acres of^ 
fertile land. 


Besides, the objection is far-fetched. Land is sometimes 
sold at 145. per acre and less. Such a price would hardly| 
represent a rent of 8d, per acre, a sum so small that it may,; 
be disregarded. * ^ 

A third objection. It has been said that if Ricardo’s | 
theory were true, rents would have kept on constantly in- | 
creasing. Statistics show, however, that they have frequently 
fallen, and in recent years the fall has been very considerable. 

But Ricardo’s theory contains nothing in the nature 
of a forecast of the movement of rents. It tells us under 
what circumstances rents will rise. It tells us that they will 

^ Similar observations are made by Dr. E. Nazzani, Sulla rendita fondi- 
aria (Forli, 1872), p. 82. See also E. Behrens, Versuch einer kritisohen 
Dogmengeschichte der Grundrente (Leipsic, 1868), 'pp. 303-308. 
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whenever it bccomee neee.e.ry to f 
I or less favourably situated land lu Nowhere does 

the existing demand for agricultura pro ' ^ ^ 

Eicanno alure »s. a. he is often ‘L 

these circumstances will keep constant y o 

even indicated causes which must lead to ^ J 

of these causes we shall have something to y 

from disprojng h^^heo^, Jction and other 

" n^nari have ae,i a run J toote f— 
situation. As a result, it has become profitable to grow c^^ _ 

in places where formerly it would u Precisely 

corn prices have had to faU and rents to be reduced. Precise y 
SrSgs have happened which Bto^o^ theoj' would 
lead us to expect. For, improvement of the “ 

oDerates in the same way as the increase of its p ^ 
ductive powere. Suppose that the land No. 3 “ 

EiCih Js example as yielding 90 me^es of wheat to toe 
acre fand owing to the necessity for cultivati% whic , 
lands Nos. 1 and 3 began to yield rents of 10 and 5 

respectively) unexpectedly -yields 100 — “ ^ 

Will this have no effect upon other rents 1 The efieot wii 
pity blso marked to a considerable M wd to p^^ 

El toe It of land No. 1. and that land No. 3 wid cease 

w, have just been o-ermg >ms 
been raised in another form, and in this form it involve an 
additional error. If RiOAnPO’s statement were 

the objectors, .the price of agricultural produce h^1 

constantly risen, since the population has been constan^ 
increasing, and has more than doubled in the nmetecntl 
century. In spite of this, there has been no increase in thc; 
of agricultural produce beyond what could be accounte 
the depreciation of money ; and even the depreciation, 
of money has failed to bring about increased prices sinceAhe 
seveuteeEto century. Aeccrding to toe corn « 
piled in England! the average price of a quarter of 
^ _j: 4 . 1 .C ■„„,qormATitinTied neriods and years was as 


the Com Trade. Year Book, London, 1894. 
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Periods and Years. 

Average Price of a Quarter 
of Wheat. 


s. <?. 

1650-1699 

44 2 

1700-1749 

35 10 

1750-1799 

45 5 

1800-1849 

69 9 

1850-1879 

62 1 1 

1880-1884 

42 5 

1885-1890 

31 7 1 

1891 

37 0 1 

1892 

30 4 i 

1893 

26 4 1 

1894 

— 

22 10 


From the above it appears that in 1894 the average price of 
a quarter of wheat was about haK of what it was in the 

period 1650— 1699 ! . 

But anybody who would regard these figures as evidence 
against the soundness of Eicardo’s theory would be losmg 
sight not only of what has just been pointed out, but_ also 
of the fact that a rise in rents is perfectly compatible with a 
fall in prices of agricultural produce. Whenever larger crops 
are obtained, owing to increase ifa the yield per acre, an 
icost of transport is at the same time considerably red.uced, the 
farmer is in a position to pay more rent than he (Md before; 

even though no rise should have taken place m prices— even ^ 

though they should have fallen, in fact; all vill depend upon 
the extent to which these various causes have been operating. 
One of them has operated very effectually in past ce^nturies. 
We shall presently give an instance of the great increase 
which has taken place in Western Europe in the number of 
quarters of corn obtained from an acre of land; and this 
will explain why rents are now considerably higher than they 
were in the seventeenth century, though they are not so ig 

as they were some years ago. , 

A fourth objection to Eicardo’s theory still remains to 
be mentioned. It is the only objection jhich may be said to 
be reasonable, even though it be devoid of practical sigm 
' cance. It proves that Ricardo’s explanation^ of rent does | 
; not apply to a set of circumstances which it is possible tor { 
us to conceive in the abstract, but only m the abstract. 

; “If all lands were equally fertile and occupied equally 

I 

\ 

\ 
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favourable situations” says Dr. M™,V“then a^ording 

to Eicaedo’s theory, no land e^st.” And 

inequalities of which he speaks wou n . _ Jq,. 

again, “RicAEDd’s theory would make 

worst quality of land which existed /n a c^ntry to 

any rent whatever, even supposmg fhp necessity 

inferior soil had been brought into J 

*o.ia b, felt for o still tatber 

area” In Mengee’s opimon, the causes wmc s 
«nt ate to be sought among the causes 
value of instruments of production in general. 

Lent of production acquires value m proportion as it 
becomes more necessary for the attainment of the ob)»t 
to rich it has to be apphed, and m PtoP^ “ 
importance attached to that object ittelf 

Motring out this line of thought, we must, in Mnnoms 

Opinion, arrivo at a true theory of rent. Tf all 

Mbnger’s observations are not to be dispn e . 
I.n^"eqnally fertile and equally well situated, or if the 
v^wonrt tod o" land that .toted could f '4 » “ 

would suffice for the support of those who <5“; 

indeed, problems would present themselves from time to tirne 
for which Eicaedo’s theory coul^d furnish no ^ 

all lands are not equaUy productive or equally well situated, 
-Sdffi every counly 4 find land that wonld ^ 

of vielding enough produce for even the bare support of 
ao^ * ntoht cnllvate it. W, are quite ready to admit 
that Bioanno's explanation of rent takes no acoonnt of 
certain hypothetical oases ; bnt if we look ^thinp 
::llly Z. w. Snd it quit, sufficient. There « not ^ 
slightest danger of oni falling into error as to the ca^ 
wtoh determine the magnitude of rent 

rent as due entirely to difference in the productive poweis 
of land. . . ■ . ■ ■' ■. ■ ' ■■ 

'>■ Orundsdtze,/p. 14:Q. 
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§ 4 

Agricultural Rent and the Prices of Agricultural Produce 

In order to obtain a still better grasp of our subject we 
will now trace the connection between agricultural rents and 
the prices of agricultural produce. Would a fall in these 
prices take place supposing that no rent had to be paid? 
Rioabbo has expressed himself very decisively on this point. 

‘ \ '' Corn is not high because a rent is paid, but a rent is paid 
j because corn is high ; and it has been justly observed that no 
reduction would take place in the price of corn though all 
the landlords should forego the whole of their rent.’’ Is this 
true ? It has been contradicted more than once. 

Our inquiry is useful not only because it bears upon an 
important point, but also because questions will frequently 
arise as to the way in which certain events will affect the 
prices of goods, and we must hasten to acquaint ourselves with 
a method to be applied when we are trying to solve such 
questions. It is not always easy to apply this method, but 
there is never any uncertainty as to how we should proceed 
when we do apply it. 

The reader will remember the conclusion arrived at in the 
last chapter, namely, that in respect to most things the 
quantity that can be sold de- 
pends entirely upon the price s 10 
asked; that less will be sold 9 

if the price be high than if 
the price be low. This truth „ 8 
may be presented graphically 
by the accompanying diagram. 

The vertical line represents g 

a schedule of prices (per piece 
or per pound). The horizontal ^ 
lines to the right of each of the „ 4 
sums represent the quantities 
that can be sold at each price. ’V ^ 

At the price of 3^. the saleable 

quantity will be large ; at 4^. it will be somewhat less ; at 
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9s it will be very small, while at 10.. there will be no sale 
whatever. What the odwaZ price will , w 

quantity offered for sale. If the <1--^ 

Ludin^ againsif the figure 6, the price which the vendors 

wiU succeed in getting wiU be 6s. If a smaller quan i y 
offered for sale, the price will be 7s. or perhaps 8 . or 9 , 

This condition of things may change. It is quite con 
ceivable that a quantity which fetches only ° 

per piece to-day wUl sell at 4s. or 6s. per pound 

later^on. We need not concern ourselves just now with the 

various causes by which such a change 

as an opportunity for doing so will present itself later. At 
present we have only to note that such a change is pos^ible^ 
It now appears that only two causes are conceivable by w^ch 
a rise or a fall in the price of an article can 
about-provided always that the article belong to the class 
of commodities to which the whole of our present argument 
applies, that is to say, commodities in common use. ihe 
two causes are as follows : 

f I. Changes in the schedule of prices, by which we mean 
that at the same price the saleable quantity may 
become larger or smaller. 

■;II. Changes in the quantities offered for sale. 

> Whenever any event produces one or other of the above 
results, it will have an influence upon the actual price. But 
no such influence can be expected if the event is certain not to 
alter either the schedule of prices or the quantity placed upon 
the market. For, as already stated, these are the only two 
causes by which a rise or a fall in the price of an article can 
be brought about. In spite of any understanding that may 
have been arrived at amongst the sellers of an article, 
they do their best to sell as much of it as they did before, the 
price of that article cannot rise unless the schedule of prices 
has changed in favour of the sellers. 

This proposition is really an axiom, but for that very 
reason it may be used as a starting-point in any inquiry 
regarding the prices of commodities; that is to say, m any 
inquiry as to the prices of commodities of which equal quan- 
tities are unequally valued by different people, or for which 
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purcliasers are usually found amongst persons of dijSerent 
grades of wealth.. 

The method which we have to follow in order to judge 
whether a particular event will bring about ’^a change in the 
price of an article may now be easily stated. Does the event 
produce any effect upon the schedule of prices ? If not, does it 
affect the quantity offered for sale ? These are the questions 
which we must ask ourselves. If we are unable, in a par- 
ticular case, to find an answer to either of them, we must 
give up the attempt to throw any light upon the future 
course of prices, in so far as there may be any connection 
between that course of prices and the event under considera- 
tion. In many cases, however, no doubt exists as to the 
answer, and in the case with which we are now dealing there 
is no doubt whatever. 

It is assumed that the landowners decide to forego their 
rents altogether, and it is asked whether the prices of agricul- 
tural produce will fall in consequence. 

In accordance with the method just indicated, we begin by 
inquiring whether any change will take place in the schedule 
of prices, and, if so, whether the change will be adverse 
to the sellers of agricultural produce. Will it no longer be 
possible to sell the same quantities of corn for the same prices 
which they have hitherto fetched ? 

There is not the least reason to believe that this will be ^ 
the case. In fact, there is reason to expect that the very 
reverse will happen. For, when the tenants have no longer 
to pay any rent, they enjoy larger incomes, and can therefore 
purchase more than formerly. And as the farmers are a 
more numerous body than the landowners, this cannot have 
an adverse effect upon the volume of sales. It is certain, 
therefore, that the cause which we are considering cannot alter 
the schedule of prices in a way that will affect the interests 
of the sellers adversely. 

the second question. Will an increase take 
place in the quantity offered for sale ? In other words, will 
more be produced ? Here, again, the answer must be in the 
negative, and for the following reason. 

The fact that the landowners have ceased to demand rent 
will not bring advantage to all, still less will it bring an 
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equal advantage to all. It will result in considerable gam to 
tLse wbo are cultivating very fertile and very favourably 
situated lands. The gain wiU not be so great for those whose 
holdings are not so good ; and so on, mtil, m the case of those 
whose holdings consist of the most inferior kind of land, there 
will be no gain whatever. The disappearance of rent would 
therefore have no effect on the cultivation of such land as 
owing to its inferior quality or unfavourable situ^ion, had 
been the last to be brought into cultivation. But it is 
precisely upon such land as this, or upon land of stiU poorer 
quality, that production would have to be increased if it were 
to be increased at aU. As, however, no change has taken 
place in the conditions under which a normal profit majr be 
expected from the cultivation of this kind of land — there 
havin^^ been neither a rise in prices nor a fall in the wages of 
labour— there is no reason whatever for expecting that there 
will be any extension of the area under cultivation. ^ ^ 
Let us suppose for a moment that prices reaUy did Mi 
after rents had been abolished. There would then no longer 
be any advantage in cultivating the most inferior and most 
unfavourably situated areas. These would be abandoned ; 
less agricultural produce would be brought to market, and 
prices would recover, or they might even rise beyond then- 

former level. , 1 1 • -j. • 

The conclusion to which our inqmry has led us is quite m 

accord with Eicaedo’s dictum. The only result of rent, as 
Mti.t. has justly observed,’- is to equalise the profits of agricultural 
enterprise by enabling landowners to reap all special advantages 
resulting from the excellence of one kind of land over another. 
It would be a good thing for the tenant-farmers if the land- 
owners were to forego these advantages, but it would be no 
gain to the consumers. For, in order to obtain the quantities 
which are now offered in the market, they have to pay such a 
price as compensates for the exertion of producing under the 
least favourable circumstances. And no iinprovement would 
be made in these circumstances by the abolition of rent, since 
no rent, or at any rate none to speak of, is being paid for the 

poorest and worst situated land. • 

The truth of this theory, as indeed of everything written 

1 Principles, Book HI. chap. v. § 2, p. 287 (People’s edition). 
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by Eioardo, has been disputed. It has been said to be too 
sweeping, to take no account of the adaptability of the soil 
to the cultivation of difierent kinds of crops.. For example, 
a given piece of land is of such a nature tnat it would pay 
to grow oats upon it, were it not that rent has to be paid. 
Haying to pay rent, however, the cultivator is obliged to 
grow some other kind of crop, with the result that the 
market is less abundantly supplied with oats than it would 
be if no rent had to be paid. Will not this, it is asked, 
influence the price of oats ? Eicardo’s proposition, say 
the objectors, is true of the yield of the land as a whole, 
expressed in terms of money. This yield governs rent, and 
is by no means the result of rent. But Eicardo’s theory is^ 
not true as regards the prices of definite kinds of produce, and 
therefore requires some limitation. 

The best way of showing the fallacy of this reasoning is 
to employ figures in order to illustrate the argument which it 
involves. A piece of land is capable of yielding £200 if it 
be sown with oats, and £250 if it be sown with wheat. The 
rent is £50, and the farmer’s other disbursements amount to 
£180. It is clear that under these circumstances the farmer 
will not grow oats, as he would lose £30 by doing so. But 
it is equally clear that oats would not be grown upon thel 
land even if no rent had to be paid, for even then the farmer 
would decide in favour of wheat, — ^not because he was afraid 
of losing money if he grew oats (he would even gain £20 by 
doing so), but because his profit would be larger (namely £70) 
if he grew wheat. Every farmer prefers growing a crop that 
will yield him £250 to growing one that will yield him 
only £200, if the cost of production be the same in each case. 
It is wrong, therefore, to contend that in this case the quantity 
of oats brought to market is less than it would be if there 
were no rent to pay, and Eioardo’s proposition requires no 
limitation whatever. 

What has been said has a more general bearing; it 
applies not only to rent, but to all income. The theory 
which says that prices are determined by cost of pro- 
duction, ^and which reckons rent, wages, and interest as 
part of that cost, is very generally believed in, and people 
seem to find great difficulty in discarding it. We fre- 
YOL, I H 
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quently tear of an enterprise not being engaged in or of a 
property not being acquired because of the heavy expenses 
that would be entailed, the large sums that would have to be 
paid in the shape of rent, wages, and interest. It seems quite 
natural to conclude from this that if the said expenses, or a 
part of them, could be obviated, production would sometimes 
take a totally different direction. Up to a certain point the 
conclusion is sound. Owing to what the farmer calls his 
cost of production,’’ he is now compelled to exercise his 
reckoning powers. If he grows oats where he ought to grow 
wheat, he has to pay dearly for his mistake; for he not 
only misses his chance of making a profit, but he suffers 
a direct loss. If land, labour, and capital were to be had 
for nothing, their use would frequently be determined by 
caprice. People would not always consider what was most 
needed, which of the wants of the community were most 
urgent ; but what was most agreeable to themselves as indi- 
viduals. Waste of force and of instruments of production, 
ill-advised undertakings, by no means uncommon as things 
are, would then be much more frequent, as there would 
be nothing to check them. When the standard rate of wages 
for workmen is £1 per week, we gather from that fact that a 
workman is capable of producing commodities to the value of 
at least £1 per week, otherwise wages would be lower. But 
this being so, it can never be compatible with the pecuniary 
interests of the entrepreneur to allow the workman to be 
employed on work which only yields a value of 15^. per week, 
and it would certainly not be to the advantage of the com- 
munity that he should allow it. Even if the workman were 
to forego his wages, the entrepreneur would still seek to employ 
his instruments of production to the greatest advantage ; but 
he would not exercise the same care in his choice, inasmuch as 
the consequences of a wrong selection would not be so serious. 
Those who employ labour to minister to their personal require- 
ments, would be able to indulge every passing Wmour, whereas 
under the existing state of things they find it difficult, if not 
impossible, to do so. This is a rough sketch — ^to be completed 
as occasion may arise — of the important role which rent, 
wages, and interest play in the sphere of production. They 
exercise an influence upon prices only in so far as they supply 
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a strong incentive for making the inquiry which no prudent 
entTeprsneuT fails to make ; the inquiry which aims at discover- 
ing what objects people most need at a given moment ; as these 
are the objects for which they will be prepared to pay the 
highest prices in proportion to the exertion involved in their 
production. 

We stiall have occasion more than once to revert to what 
has just been said. It is essential for the proper understand- 
ing of important economic truths that we should clearly 
recognise both the correctness of Eicaedo’s proposition as to 
the connection between rents and prices, and the general 
bearing of what that proposition contains. 

§5 

Agricultural Rent and Taxation 

In all civilised countries taxes are levied both upon tenant- 
farmers and landowners. These taxes are of two kinds. 
Some are levied upon the user or owner of the land in his 
capacity of user or owner, while others are levied upon him 
in his capacity of inhabitant of the country, province, or 
parish. Although the subject of the incidence of taxation will 
be dealt with fuUy. in the last part of the present work, it is 
necessary that we should say something about it here as 
well. We have to see whether, and if so in what sense and 
to what extent, certain taxes influence rents. We shall 
consider the effects in their turn of the local rates levied 
in England, of exceptionally high local taxation in general, 
irrespective of the basis of assessment, and lastly of the 

taxation of land. _ . 

We will begin with the local rates levied in England, as 
these are of a very peculiar kind. In England, as everybody 
knows, no income-taxes are levied by the local authorities,, 
every one paying according to the rent of the real estate 
— no matter what kind — of which he has the use. The 
rates payable by the individual do not depend upon his means, 
since it is possible to possess comparatively small means and 
yet have the use of a comparatively large area of land. It is 
clear, therefore, that the rates, in so far as they are based upon 
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the rent of the land and not merely upon that of the dwelling, 
t girded a apacW Wen imposed -P”" 
f ! L«1 nnrnoses; Any one wanting to rent land m England 
find! tha?he^has to deal with two persons, the landowner and 
clotor. Each of these demands his stare of th 
price to be paidj- th^ 

w^h ’iUs clear tLt the two shares will together constitute 
the rent paid In other words, the rent offered to the land- 
owner wiU be curtailed by the amount demanded by the rate^ , 
^ Tf fnr example the rate-collector has to be paid 

£10^°and if 4e rent of the land, supposing that no rates had 
to be paid, were to be £100, then the landowner would not 

get more than £90, and it is out of J 

the pocket of the tenant-farmer, that the rates have in the en 

Wrfan imagine rates going up to such a that t^ 

tenant-farmer finds it impossible to pay 
tHs has, in fact, been the case in many Pjjf 
In the well-known Report ^ issued 

Commission appointed to revise the E^s i^w— we 

report which led to a great improvement m that law we 
find it stated that in the village of Gransden no tenant could 
be found for land yielding 30 “ek of wheat to the aom 
^ although the rent asked did not exceed 6s. per acre. In the 
ndghbourhood of Aylesbury no less than forty-two farnis were 
to let, and in CholLbuty all the land with tbe exception of 

^ixteBU acres liad been abandoned. 

It may be asked how these facts are to be reconciled with 
Rioabpo’s theory, according to which the rent depends uponi 
the difference between the income yielded by the least pro, 
ductive and worst situated land under cultivation and that 
yielded by the better or more favourably situated land ; seeing 
that this difference is not affected by the operation of t e 
rates. The answer is simple. In the cases referred to t 
full compelitim rent of the land had not decreased, but 
the Exchequer had appropriated a considerable portion of 
it, SO that little or nothing w as left for the landowner, anc , 

tion and Practical Operation of the Poor Larr (London, 1834), pp. 6o 07. 
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as a result, the actual rent paid for the land fell to a very 
low figure, and in some cases nothing remained for the 
owner. This affords another proof of the necessity for 
distinguishing between the Ml competitive rent and the 
rent actually paid. 

The distinction is important in this case for another reason. 

The idea has often been discussed in England of dividing the 
burden of the rates — now no longer so heavy as they were 
formerly ^—between landowners and tenant-farmers, so that 
each should pay, say, half. Some have objected to this on 
the ground that, in the long-run, the farmer would gain 
nothing by it ; his rent would be increased by exactly the 
amount to which he had been relieved in respect of rates. 
But this contention implies more than it would be possible to 
prove. Were all landowners to adopt a strictly commercial 
attitude, every reduction in the amount of rates payable by the 
farmer would no doubt lead to a corresponding increase in the 
amount of rent receivable by the landowner. But landowners 
do not^ as a rule, adopt a strictly commercial attitude, so that 
the conclusion is somewhat rash. It is quite possible that 
the farmers might get some advantage from such a change. 
How far they ought to lay claim to that advantage is another 
question. 

And now as to the operation of exceptionally high local ^ 
taxation generally, irrespective of its basis of assessment. We 
have plenty of instances of rural parishes in Holland where 
exceptionally high local income taxes have to be paid, and com- 
plaints often arise on the ground that the absentee owners of 
land in such parishes bear no share in these taxes. The time 
has not come yet for discussing finance, and we do not mean to 
broach the subject here ; we may, however, observe without 
digressing, that it is a mistake to suppose absentee owners 
of land in heavily taxed parishes to be quite exempt from 
the burdens entailed by such taxes. These taxes exercise an 
unmistakable influence upon the rents obtainable by the land- 


^ According to an official return made in 1893, local rates to the amount 
of £27,800,000 were paid in England in 1891. Of this sum only £4:, 260, 000 or 
15*31 per cent, was paid on land ; £23,560,000 or 84*69 per cent, being paid on 
houses and other properties.” The rate amounted, on an average, to 3^. 8d. in 
the £, or 18J per cent, of the rateable value. 
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owners. Whenever there is a great difference between the 
percentages of local income-tax paid in villages situated 
at no great distance from each other, it will be seen to 
exercise an effect upon the demand for farms, and conse- 
quently upon the rents paid for farms in those villages. The 
tenant-farmers will not be so heavily burdened as they appear 
or imagine, and landowners, while nominally exempt, will 
nevertheless be paying their share of the local tax in the 
same indirect way as the landowners in England bear their 
share of the local rates. 


We shall have to go more fully into the question of the 
taxation of land. Does the taxation of land exercise any 
influence upon the rent of land? Conflicting opinions were 
expressed upon this question in the Dutch Lower House 
during the debates on the law of 1879 relating to the re- 
valuation of agricultural rents for the assessment of the land- 
tax. Some held that any change in the basis upon which the 
land-tax was levied must produce a change in rents. Others^ 
refused to admit that rents were in any way affected by taxes 
upon the land. Let us see how the matter really stands. The 
subject has an important bearing upon a question with which it 
is closely connected, viz., whether taxes upon the land may be 
regarded as taxes upon all that the land produces. Lassallb, 
the German Social-Democrat, in a speech which he made in 
1862, expressed the opinion that this was the case. In 
recounting the taxes which, though not absolutely invented ’’ 
by the middle classes, had, nevertheless, been developed by 
those classes into an intolerable system ’’ in order that the 
burdens entailed by the expenses of the State might be borne by 
the workers, Lassalle did not hesitate to include the land-ta:^ 
amongst them. ^‘Though paid by the landowners, it has the 
effect of raising corn prices, and therefore the tax is ultimately^ 
borue by, the consumers of corn.’’^ Prince Bismabck, as 
Imperial Chancellor, in 1881, expressed an opinion which 
practically coincided with that of Lassalle. He held it to be 
nA/>offlfloxy to impose a duty on foreign corn in order that it 
y a tax equal to that imposed upon home- 
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grown com through, the medium of the land-tax.^ It will thus 
be seen that the question has an important practical bearing. 

I This much is certain : if it be not true that the taxation of 
I land affects rents, then neither is it true tliat it affects the 
? price of corn. Lassalle and Bismarck must have reasoned 
' thus : — 

I. The burden of the land-tax is shifted by the, landowner 

to the tenant-farmer. 

II. It is shifted by the tenant-farmer to the consiimer. 

If the first proposition be not true, neither is the second. 
If the tenant-farmer has no burden shifted to him, then he 
has none to shift to another. 

We will assume in our inquiry that the land-tax is 
paid by the landowner, and not (as is sometimes the case 
in the south-western part of Holland and in certain parts 
of Italy) ^ by the farmer. We will also assume that it is 
proportional to the rent, and does not, therefore, consist of a 
fixed sum per acre, regardless of the quality and position of 
the land. The question is, whether such a land-tax affects 
the rent of the land. 

It may confidently be asserted that it does not. 

Let us imagine three pieces of land, none of them as yet 
taxed. They are equal in area but unequal in fertility, so 
that the first of them. A, yields a harvest worth £400, the 
second, B, a harvest worth £250, and the third, C, a harvest 
worth £100. Taking the annual profit and all expenses 
of the tenant-farmer to be in each case £100, the following 


condition of things results : — 

A 

B 

C 

Value of produce 

£400 

£250 

£100 

Profits, etc., of tenant-farmers . 

100 

100 

100 

Rent . . . 

£300 

£150 

nil 


A land-tax amounting to 10 per cent, of the rent is now 
introduced, so that land A has to pay £30 and land B £15. 
The proprietors try to shift the burden of this tax on to the 

1 Speech of 4th February 1881, printed in the Bulletin de Sfatistique et de 
Legislation comparee (1881), vol. i. pp. 148-153. 

^ SoHNiNO, I Contadini in Sicilia^ pp. 231-236. 
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tenants, so that £330 instead of £300 is asked for land A, 
and £165 instead of £150 for land B, But will the tenants 
accede to this demand ? If they do, the result will be, that 
the cultivator gets for his pains : — 


In the case of land A, 

99 


£ 400 -£330 = £70 
£ 250 -£165 = £85 


while the man who was cultivating land C continues to draw 
his £100. In other words, the tenant-farmers would be 
paying the landowners more than the use of the land 
was worth ; they would be conferring advantages which 
they were not enjoying themselves, and they would be 
doing this in unequal degrees: the labour expended on 
the best land yielding the worst returns ! This is incon- 
ceivable. Through want of knowledge or other causes, a 
tenant may, for a time, pay a rent which exceeds the sum of 
the advantages which he derives from the use of the land, but 
nothing will induce him to do so permanently. 

Those who, like Lassalle, regard a land-tax as a kind of 
indirect duty on agricultural produce, do not rightly under- 
stand its nature. It would be this, if it consisted of a fixed 
charge per acre and were, therefore, to be levied on land 
which yielded no rent. But, seeing that it affects (however 
disproportionately at times) only the profits which accrue to 
the landowner, it can have no other direct result than to 
diminish those profits. It does not in the least concern the 
tenant-farmer how much the landlord may have to pay in the 
shape of national, provincial, or parish taxes out of the rent 
which he draws from the land. Be the sum large^ or small, 
it has no effect on the relative fertility and position of the 
land, and it is by these, and these alone, that rent of land is 
determined. 

But, it has been urged, granted that the taxing of the 
land makes no difference in the full comjpetitive renty it may 
still influence the actual rent of the land. The full com- 
petitive rent of land A, in the example which we have just 
given, was £300 ; but there is nothing to prevent our assum- 
ing that the rent actually paid was only £270. Now comes 
the tax. The landowner, finding his income reduced by it, 
raises the rent to £300, that is to say, he brings it up to a 
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level with the full competitive rent, and thus succeeds in 
making the tenant bear the burden of the tax. 

But what does this prove ? A person who lets his land 
for less than it is worth, may or may not, according as he 
thinks fit, repeat this act of benevolence when the lease 
expires. Various causes, such as increased expenses entailed 
by a larger staff of servants, losses on the Stock Exchange, or 
the necessity for travelling abroad to recruit his health, may 
prompt a landowner to be less generous. The imposition 
of new, and the raising of existing land-taxes occupy a place 
among these causes, but that place is neither different from, 
nor more important than, that occupied by any of the other 
I causes. Just as the land-tax may cause the rents actually asked 
1 to be increased, so may the employment of more servants or 
'indulgence in greater luxury by the landlord cause them to be 
raised. We seek in vain for any reason why the psychologi- 
cal effect of the first of these causes should be more potent 
than that of the last. If we reflect a little we shall see that 
the increasing of the land-tax must be regarded in precisely; 
the same light as the increasing of the private expenditure 
of the landlord. Neither generically, nor in any other 
respect, does the former differ from the latter in its results 
as bearing upon the matter which we are now considering, 
fn no case can an increase in the rent of the land have any 
effect upon the price of the produce of the land. If the 
sum which the tenant has to pay for the use of the land be 
increased until it amounts to the full competitive rent, the 
tenant has simply to forego a profit which he has been 
accustomed to enjoy. This makes no change either in the 
schedule of prices,’^ or in the quantities of the produce offered 
in the market, and we have seen that at least one of these 
two must change before prices can rise. 

Still, this very fact shows the existence of some connection, 
however slight and remote, between the taxation of land and 
the prices of agricultural produce. One of the foremost causes 
of increase in the quantity of agricultural produce placed on 
the market is the application of capital to the improvement of 
the soil, and the land-tax may be so regulated, or increased to 
such an extent, as to check the application of capital to that 
purpose. Suppose that the rate of interest is 5 per cent, per 
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annum, and that, by spending £1,000 on improving your land, 
you would probably be able to obtain £75 per annum more 
rent from it. It will now be to your advantage to incur this 
expenditure, since by doing so you will increase your income 
by £76 less £50, viz. by £25 per annum. Suppose, however, 
that the State has imposed a land-tax of one-third of the rent, 
and with every increase in the rent which the land yields— 
no matter what the cause of such increase-— you are at once 
subjected to a proportionately increased land-tax. It is now 
no longer to your advantage tp improve your land, since one- 
third of £76 is exactly £25, the sum by which you thought to 
increase your annual income. 

This disadvantage attaches to every land-tax which does 
not consist in the payment of a fixed sum, and which increases 
with the rent of the land. It need scarcely be observed, how- 
ler, that the disadvantage would be only slightly felt, if the 
proportion which the land-tax bore to the rent were low (say 
6 per cent.) and if, at the same time, the valuations of the 
taxable produce of the land did not take place every year, 
but only once in ten or twenty years. The impeding action 
of the land-tax upon land improvements would then be scarcely 
discernible, since — ^to make use once more of the illustration 
given above — from the additional £75 per annum which the 
land was expected to yield after £1,000 had been spent on 
improving it, there would no longer have to be deducted one- 
third, or £25, but only 6 per cent., or £4 10s. ; the incentive 
to improve the land would not be destroyed, or even greatly 
weakened. The owner would have to content himself with 
7*05 per cent, instead of 7*5 per cent., no great lessening of 
his gain, at any rate not such a lessening as to destroy the 
incentive which he had to improve his land. Besides, the 
increased tax would not come into operation at once, but only 
after a certain period of time had elapsed. 

We shall return to this subject in that part of our 
work which treats of production, where we shall have occasion 
to speak of the scheme advocated by Henry George, 
the author of Progress and Poverty^ which contemplates the ; 
raising of the tax on land up to a figure amounting to 
the full competitive rent, so that the revenues which 
the land now brings to its private owners may be used 
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for increasing tlie wealtt of the whole community. What 
has been said above will enable the reader to see the 
disadvantages that would follow faom the adoption of such 
a scheme, quite apart from the injustice that would be 
done to a class of citizens whose rights of ownership are 
no less deserving of consideration than those of any other 
class. In order to understand how dangerous the entire 
abolition of rent by legislative enactment would be, we 
must consider the importance of rent in relation to pro- 
duction. This importance is very great, and is often over- 
looked. If we regard rent solely with an eye to its 
relation to distribution of income, we regard one side of it 
only, and not its most favourable side. This does not pre- 
sent itself to our view until we have realised how power- 
fully the existence of rent operates as an incentive to the 
exercise of forethought in the use of the land. We theii^ 
begin to see what sort of an estimate we should form, from 
a purely economic standpoint, of such schemes as those of 
Henry Geoege. 

Landlords are sometimes represented as a class who con- 
tribute nothing towards the income of the community. It is 
wrong to represent them in this light. It may be said of the 
landlords that one of the most important of the instruments 
of production has been entrusted to their care. It is their 
duty to see that this instrument shall suffer no deterioration 
through improper cultivation ; rather, that it shall acquire 
increased value, so that it may be handed down in an 
unimpaired and, if possible, in an improved condition to 
the next generation. The landlord does not in every case 
adequately fulfil these duties; but it cannot possibly promote 
the public welfare to deprive him of the incentive to do so. 

§6 

Improved Methods of Cultivation. Reduction of Cost of 
Transport. Increase of Population 

We now propose to examine in turn three causes which 
affect the rent of land, and to discover the effect of each. 

" First, we will consider improved methods of cultivation. 
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This cause does not always operate in the 
must distinguish between 
small area, and improvements 
area WheBever an individual landowner, who cu 
:r Jd or employs an agent to cnltote it for hrm ohtmns 

more produce by improved ^orirng of ’ of his 

becomes larger. If his example be fol owe adonted 

neighbours, if the improved methods be ^ bv^the 

bv every one of these neighbours, the rents juelded y 
land in that district wUl, after a certain lapse of 
higher. The market for agricultural produce is 
the quantities of such produce placed on the mar ^ 
numerous, that we may suppose a pretty large area . , 

district in which the improved ^11 in^ri^ 

being compelled to reckon upon any noticeable Ml 

If for instance, great progress were to be , 

in Holland, the rent of land in Holland would be 

in a manner almost wholly favourable. No doubt Cut 

agricultural produce would appear in the ^ 

aWance, but this would not cause any perceptible fall in the 
pis of sU produce. There would, it is t-, be less need 
than before for imported produce; but the fallm^ off _ 
demand of a little country like Holland ^ J f 

upon the general demand in the world-market. The rent ut 
' X land depends upon the crops yielded, and upon the prices 
obtained for those crops. If crops increase whffe prices do 
not fall, the result is entirely a gain to the landowners, and 
it is they who will ultimately enjoy the advantage. The 
tenant-farmer will only enjoy it so long as ^ 
pay a higher rent; for his profits are^ 
causes which determine the general scale FO^fs, and^ 
according to oui hypothesis, there has been no change m 

these causes. , ^ x ^ 

But when improved methods of cultivation are adopted over 

a very wide area, two causes are set m operation, one of them 
exercising a fayourable, and the other an unfayourable, m u- 

ence upon rents. The fest of these causes is the increase of 

the (irops;" the second, the fall in prices res^ting from this 
increase. Stuabt Mill, in his treatment of the question now 
before us, assumes it as possible that the crops will remam the 
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same, and tKat tke result of the improved cultivation will be 
a diminution of the effort of production.^ This assumption 
appears to us to be inadmissible. Whenever, through the 
application of equal quantities of labour ancf capital, greater 
quantities of produce are obtained than before, it will become 
advantageous to. cultivate land which it could not previously 
have paid to cultivate ; this of itself will lead to fresh 
production, and the self-interest of every person who 
enjoys the use of land will operate in the same direction. A 
tenant-farmer or a landowner, who cultivates his own land, 
will not allow a part of the labour or of the instruments of 
production at his disposal to remain unutilised, when he finds 
himself able to reap more abundant harvests without greater 
exertion, or equally abundant harvests with less exertion, than 
formerly ; of the two courses of action which, in the abstract, 
are here open to him, he will choose the one which leads to 
his obtaining more abundant harvests. It might be objected, 
perhaps, that this could not safely be said of a people who 
were deficient in enterprise ; but the objection would have 
little weight, as the adoption of anything hke important im- 
provements in cultivation by such a people is not to be ex- 
pected at all. The incentive to improvement is simply the 
desire to obtain a larger amount of produce from the same area 
of land ; to do away, for instance, with the necessity for 
allowing the land to lie fallow for a while at certain intervals. 
It is safe to say that improved cultivation has never yet been 
adopted without resulting in an increase of production. 

Were it, nevertheless, possible to apply improved methods 
over a large area without increasing production, their effect 
on the rent would be the same as that of improvements 
applied within a small area. Here again we have occasion 
to differ from Mill, who, it would appear, on this point 
falls into the error to which a faulty statement of the 
connection between value and cost-price is so apt to lead.^ 
In the case which he assumes, viz. decrease of the effort 
of production without increase in the amount of produce 

1 Principles of Political Economy (People’s edition, London, 1865), Book 
IV. chap. iii. § 4, p. 434. [As to the expression, “effort of production,” see 
footnote on page 347 post, — ^A. A. W.] 

2 Cf. conclusion of chap. i. § 4, p. 66. 
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cumstances, it depends upon the extent to which prices 
will be depressed by the increased supply of produce in the 
naarket. This again will depend on the area of the land 
upon which the improvement of cultivation is carried out, 
and on the demand for agricultural produce. This demand 
is always and everywhere increased by the fall of prices, but 
not always and every where in the same proportion. 

It will be seen, then, that improved methods of cultivation 
when applied over a large area always tend in great measure to 
benefit the consumers ; how far they will prove an advantage 
to the landowners is always more or less uncertain. If it 
were possible to depend entirely upon Kicardo, we might 
speak more positively, and even assert that they alway^ 
operate greatly to the disadvantage of landowners. But in' 
this Eigardo goes too far. In the first place, he assumes; 
that agricultural improvements cause the yield of produce per 
acre to be increased in equal quantities for all classes of land 
Professor Marshall has proved by a diagram,^ that if pro- 
portionate increases be assumed, Eigardo’ s argument has 
nothing to support it. In the second place, he appears tO; 
look upon the demand for agricultural produce as incap^ 
able of being increased by the fall of prices, so that, when th4 
land produces more without requiring Aore labour, no other 
course remains but to reduce the area under cultivation, and 
to apply less capital in order to avoid overstocking the 
market ; a theory amply refuted at the present day when 
wheat is even used for feeding cattle. But Eigardo falls 
into a third and a very much graver error. He rightly? 
contends that the least fertile of the lands that are under 
cultivation can under no circumstances yield rent, but that 
they will always yield enough produce to compensate in full 
for the labour and capital laid out upon them. This conten- 
tion is true, because there can be no question of combination 
among landowners with the object of preventing cultivation 
from being extended to the point at which it ceases to be 
profitable. If such combinations were possible, and if 
they actually took place, then the least fertile of the lands 

^ Principles of Economics^ fourth, edition (London, 1898), pp. 719-723. Cf. 
also E. C. K. Gohher’s edition of Rioarpo, with notes (London, 1891), 
Appendix B. 
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under cultivation would really yield some rent. Now, what 
does Eicarpo do ? Without being aware of it, he assumes 
combination aniong landowners ; he predicts something that 
will never happen under the free play of supply and demand. 
He then proceeds with hk argument, as if supply and demand 
had been allowed free play. 

Some figures may serve to make this clear. Suppose 
three classes of land of equal areas, A, B, and 0. Glass A 
produces 100, class B 80, and class C 60 equal quantities. 
Payment for capital and labour (profits of cultivator, his 
wages and other expenses) amount in each case to 60, so that 
the state of things is as follows : — 



A 

B 

0 

Total 

Yield of land 

100 

80 

60 

240 

Less, for capital and labour . 

60 

60 

60 

180 

Rent . . 

40 

20 

0 

60 


By means of improved methods it has been found possible 
to make each kind of land produce an additional thirty 
quantities, but according to Ricardo this will not result in 
increased production, as cultivation will now be confined to — 

A, which will in future yield 130 quantities. 

B, • „ „ 110 

It is evident that this result can only be brought about by 
combination, since in the ordinary course of events a different 
result was to be expected. It was to be expected that pro- 
duction would increase, that prices would fall, that the 
quantities allotted to capital and labour would be somewhat 
larger, seeing that these quantities represented less value than 
before, and that, after fluctuating for a while, things would 
settle down at the point at which equilibrium would once 
more be restored. 

There is another thing in Eicaedo’s proposition which is 
entirely arbitrary. According to him the state of things 
wiU in future be as follows ; — 

A B Total. 

Yield ofland . , ,130 110 240 

Less, for capital aud labour . 110 110 
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Wkence the increase from 60 to 110 in the number of 
quantities allotted to capital and labour, though produc- 
tion has remained the same, prices, therefore, have,/not 
dropped, and, moreover, all the farmers and ^labourers have 
been turned away from land C ? Eicardo would not be 
able to give a satisfactory answer to this question, and so 
we are justified in adhering to our opinion that he has over- 
estimated the adverse effects which the adoption of agri- 
cultural improvements upon an extensive scale may have 
upon rents. Its effects may be adverse, but they are not 
necessarily so, as he would have us understand. 

It will be asked whether the mere possibility of these 
adverse effects does not deter many landowners from adopting 
improvements. There is no reason to fear that such is the 


case. 

Agricultural improvements are usually confined to a small 
area at first ; it is only by degrees that they become general. 


There is always a strong inducement, therefore, for the land- 
owner to encourage them ; for, so long as they are not applied 
so extensively as to cause prices to fall, they are likely to bring 
him clear gain. And even if prices should fall, the incentive 
to adopt improved methods of cultivation is not weakened, but 
rather strengthened ; for it is only by 9 btaining larger crops 
that the individual landowner can compensate himself for the 



loss entailed upon him by the fall in prices. Let us, however, 
note in passing, how prominently the bright side of the so- 
called peasant-proprietor system is revealed to us here. The 
person who would benefit more than anybody else by a per- 
manent increase of the yield of the land, is, under this system, 
also the person who is capable of exercising the greatest 
influence in the matter. It is unquestionably a bad feature of 
the tenant-farmer system that it divorces ownership from use. 
Although the landowner who has let his land is not abso- 
lutely deprived of the power of influencing the manner in which 
it shall be cultivated, nevertheless his influence upon produc- 
tion is not so strong as that of the peasant-proprietor. 

We now come to another cause which exercises an influ-*^ 
ence upon rents, viz. : — ^reduction of transport charges. Here, 
again we have a cause which is observed to operate in two 
VOL. I I 
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' ways, since high, transport charges operate in the same^ay as 
poverty of soil. No advantage can be got from cultivating 
the highest quality of land, if that land be situated at such 
a distance from the market, or if communication between 
it and the market be so expensive, that the greater part of 
the produce would be swallowed up in freight charges. If 
matters improve in respect to freight, the area under culti- 
vation will increase, consequently more produce will be sent 
to market, thus prices will go down. 

Here it appears in what manner the reduction of trans- 
port charges operates unfavourably upon rents, and since 
1883 we have had an opportunity of realising the strength 
of this adverse influence, as the fall of corn prices, which 
began in that year, and which, in 1891, brought the 
average price of wheat down to less than half the figure 
at which it stood twelve years before, must be almost 
entirely attributed to the construction of railways in remote 
regions and the reduction of shipping freights. In order 
to convince ourselves of this we have only to see which 
are the great corn-exporting countries at the present time : 
they are Eussia, the United States, British India, and, 
since quite recently, the Argentine Eepublic. From 1851 
to 1855 Eussia exported 18,315,000 bushels of wheat and 
5,877,000 bushels of rye per annum ; in 1890 to 1891 
these figures had risen to 89,320,000 and 28,105,000 re- 
spectively. In 1860 the United States produced 99,000,000 
bushels of wheat and 691,000,000 bushels of maize ; in 
1892 to 1891 they produced, on an average, 157,000,000 
bushels of the former and 1,188,000,000 of the latter per 
annum. Wheat was not exported at all from British India 
in 1870; from 1889 to 1891 nearly 30,000,000 bushels 
of wheat were exported from that country. The wheat 
exports of the Argentine, which, in 1881, scarcely amounted 
to 2,750,000 bushels, had risen in 1893 to between 
33,000,000 and 36,000,000 bushels. 

In these same countries a very great expansion of the 
railway system took place at the same time, as shown by the 
following figures : — 
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Countries. Number of Miles of Railway Line 

open to Traffic in the Year. 



1850 

1870 

1892 

Russia in Europe 

373 

6,^82 

19,440 

United States 

8,587 

52,964 

174,643 

British India . 

. • ... 

4,760 

17,553 

Argentine 


609 

7,627 1 



Tlie fall of corn prices, in illustration of which some 
figures were given in the table on p. 91, has undoubtedly been 
caused chiefly by this expansion. 

We must not, however, conclude from this, that improve- 
ment of the means of transport necessarily reduces the aggre- 
gate of the rents yielded by the land. Were we to draw such 
a conclusion we should be taking no account of the other operat- 
ing cause of which we have spoken, and of which the result 
is, that probably the less favourably situated lands gradually 
yield more rent, while those lands which formerly yielded no 
rent whatever now begin to yield some. In order to make 
this* clear, we will assume that the whole of the land in a 
country is of uniform fertility, and that the sum of money 
obtainable in the market for the crop produced by any acre of 
the land is expressed by the figure 100. All the land is not 
equally favourably situated; the expenses of the cultivator, 
including his usual profit, and also the transport charges on his 
produce, are therefore much less in some places than in others. 
This we express by the figures 60, 70, and so on. The con- 
dition of things will then be as follows r— 

A B 0 D B E G H I 

Gross 3deld per acre 100 100 100 100 100 100 100 100 100 100 

Expenses, etc. . 60 70 80 90 100 110 120 130 140 160 

Bent . . . 40 30 20 10 0 Total, 100 

Production cannot now extend beyond land E ; all the rest 
of the land must be left out of cultivation. 




But, owing to the construction of railways and canals, the 
expenses of the cultivator, represented above by the figures 
60, 70, 80, etc., are reduced and are now represented, as shown 
in the following table, by the figures 60, 63, 66, etc. An 
important change in the condition of things takes place in 
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Gross yield per acre 
Expenses, etc. 

Bent 


s rets 


24 21 18 15 12 9 


0 3 0 Total, 108 
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purpose of averting famine.^ As a rule these enactments were 
not wise, but it must be admitted that Governments were 
then confronted by a difficulty unknown in the present day, 
viz. : how to safeguard the inhabitants of town and village 
against dearth of food. 

The area of land capable of being put into cultivation in 
order to supply the world -market has been so greatly ex- 
tended, owing to the great reduction of the cost of trans- 
port, that local crop failures have but little effect on prices- 
The aggregate yearly demand of all countries in the matter of 
wheat, for example, which is estimated at about 2,475,000,000 
bushels, was met in 1894 by Russia to the extent of 

286.000. 000, by North and South America to the extent of 

709.500.000, and by Asia, Africa, and Australia to the 
extent of 390,500,000 bushels. The most of this was used 
for home consumption, but a large part, as we have just 
seen, served for, the purpose of export, and it is scarcely con- 
ceivable that the quantity usually available for export should, 
everywhere and at one and the same time, be diminished 
to any considerable extent by bad harvests. Russia, which, 
from July 1st, 1887, to June 30th, 1891, was able to export 

110.000. 000 bushels of wheat per annum on an average, 
could only export 50,600,000 in the year 1891-92. And 
yet, wheat, which was worth 31s. 9i. per quarter in London 
in 1890, did not exceed an average of 375. in 1891, and fell 
in 1892 to 305. id. per quarter. The. reason was that the 
failure of the Russian harvest in 1891 was coincident with a 
very plentiful harvest in the United States, where nearly 

688.000. 000 bushels of wheat were produced as compared 
with 429,000,000 in the preceding year. In the succeeding 
years the United States’ wheat crops were smaller ; but at 
the same time the area under wheat cultivation was increased 
in the Argentine, where little short of 99,000,000 bushels 
must have been obtained in 1894. In fine, no civilised 
people is any longer dependent, in the matter of its food 
supply, upon its own land and that of its immediate neigh- 

^ Of. Dr. P. J. Blok, Eene Hollandsche Stad in de Middeleeuwen, p. 321, and 
Eene Hollandsche Stad onder de Bourgondische-Oostenrijksche heershajopij, pp. 
345 and 400. Also Tubgot, Oeuvres (Ed. Guillaumm), vol ii. pp. 215-218 ; but 
more especially Roscheb’s little work entitled Theuerungs^olitik, 
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hours. A world - trade in corn has arisen, and the area 
covered by this trade is still steadily inereasing.^ 

The immense importance of this becomes still clearer to 
us when we consider the great growth of population in our 
day. The theory of population will be dealt with fully in 
the third part (Volume II.) of this work ; we may, neverthe- 
less, even at this stage, notice what a close relationship that 
subject bears to the theory of rent. 

We have succeeded in showing that both improvement of 
cultivation and cheapening of transport operate in a twofold 
tmanner; increase of population, however, always and uncon- 
iditionally tends to cause rent to rise. This is the important 
and serious truth which Ricardo has discovered, and which 
has not yet lost any of its significance, however it may seem 
to have done so under the influence of the events of recent 
times. 

Many are of opinion that increase of population also 
operates in two ways. Man is a consumer, but he is also a 
producer; so that growth of population increases not only the 
demand, but also the supply, thus neutralising its own influ- 
ence upon prices and upon rents. Ricardo enables us to see 
the weak side of this argument ; for, from him we know that 
it is always to less fertile or less favourably situated land 
that recourse must be had, according as the amount of 
agricultural produce necessary to satisfy all requirements 

becomes greater. This growth in the demand for agricultural 

produce may proceed hand in hand with an increase in the 
amount of produce obtained per acre. Thus we learn from 
statistics of agriculture that the average yield per acre has 
increased in France in the following manner. 


Yield per Acre. 


Wheat 

Eye 

Barley 

Oats 


Period 1815-1835. 
12’9 bushels 
117 „ 

150 „ 

17-8 „ 


Period 1879-1888. 
16*7 bushels 
15-5 „ 

20-3 „ 

26'52 „ 


^ Some notion of this trade may be obtained from NEUMAra-SpALLABT’s 
Uebersichten der Weltwirthschaft, continued by P. von Juraschek, and from 
the Corn Trade Tear-Booh, published by the editor of the Corn Trade News, 

2 Zeitschrift des K6n,-Preuas, stat. Bureaus^ 1878 ; vol. ii. p. xxiii. of Stat, 
Correspondenz ; and Jtjraschek’s Uebersichten der Weltwirthschaft, p. 120. 
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The agricultural statistics of Holland point to a noticeable 
increase in the yield per acre in that country too, as the 
following figures will show : — 

Yield per Afre. 

1876-1880. 1886-1890. 


Wheat . 

23-6 bushels 

27-2 bushels 

Rye 

19*4 


21-9 „ 

Winter barley . 

40-2 

)> 

45-1 „ 

Summer „ . 

30-2 

39 

33-8 „ 

Oats 

41*2 

99 

44-4 „ 

Potatoes . 

. 124-7 

99 

163-7 „ 

Flax 

382 lbs. 

436 lbs. 

Beetroot . 

. 9-29 tons 

9-68 tons.i 


Increase of population may also be accompanied by extra- 
ordinary improvement and expansion in the means of trans- 
port, such as the nineteenth century has witnessed. In such 
cases it is possible that, in spite of the greatly increased 
demand for agricultural produce, the prices of such produce 
may fall. Such a fall must not, however, be regarded as the 
indirect or remote effect of the increased population, but as 
having been brought about by causes independent of that 
increase. Eicardo’s law has been confirmed by what has 
been happening in recent times, seeing that it has been found 
necessary to keep on extending the area of cultivated land in 
order that there might be no deficiency of supply. Shortly 
before each fresh necessity for extended cultivation has 
become manifest, compliance with that necessity has been 
facilitated by inventions which no one could have anticipated ; 
those inventions have been adopted upon an extensive scale, 
and the new wants have been amply supplied. We must 
not forget, however, that a great amount of capital had to 
be expended in order to enable them to be supplied. Were 
any one to endeavour to make an exact computation of the 
sum which mankind pays for the agricultural produce which 
it receives from the interior of Eussia, America, and British 
India, he would have to take into consideration the sums spent 
in those countries on railways and canals, and the capital 
invested in the ships which convey the corn to our shores. 
The growth of population has made all this necessary; had 
the population not increased, this capital could have been 


1 Jaarcijfers (1893% p. 106. 
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writer Charles Davenant. He gives 55 . Qd, as the rent 
yielded in his time by an acre of good arable land, and 
85 . 8d, per acre as the rent of pasture lan^-^ These are 
trifling amounts compared with rents of the present day, 
but will not surprise those who are aware that at that time 
11 to 15 bushels per acre was considered a good wheat 
crop.^ Nowadays the yield per acre is 29 bushels. 

Fuller particulars are available for the last forty or fifty 
years. Concerning Prussia, where the State owns large 
domains, we have the following figures, showing the rents 
obtained per acre of arable land in the eight old provinces : — > 

8. d, 

1849 . . . . . . . 58 

1869 . ... . . . 12 7 

1879 . . . . . . . 14 5 

1890-91 15 9 

If we take the first figure to represent 100 , we find the 
following remarkable increase in rents to have taken place 


1849 

1869 

1879 

1890-91 


100 
224-3 
256-3 
280-2 s 


The taxable incomes from landed estates' are repeatedly 
valued in France. A comparison of the valuations of 1851 
with those of 1879 shows the following increases in the rents 
per acre for lands of different kinds : — 

Value of Taxable Income per Acre. 


Best quality land 

1851. 
s. d. 

38 8 

1879. 

8. d, 
53 9 

Arable land . . . 

13 

9 

18 

3 

Pasture and meadow land . 

23 

6 

31 

3 

Vineyards 

22 

5 

42 

0 

Forest land . . . 

6 

6 

7 

3 

All kinds together . 

12 

3 

17 

1 


1 Ed. 1771, Part II. p. 216. 

2 Of. Rogers, A History of Agriculture and Prices in England, Part V. 
P- 

® VoE- DER Goltz, Die agrariscMn Aufgahen der Qegenwart (Jena, 1894), 
pp. 38, 39. 
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The aggregate taxable income from land was £106,200,000 
in 1879 as compared with £72,960,000 in 1851.^ 

In Holland ^he first general valuation of agricultural rents 
for purposes of the land-tax took place about the year 1830. 
Under a law of April 25th, 1879, a re-valuation was ordered, 
the results of which, compared with those of the original 
valuation, were as follows : — 



Old Valuation. 

New Valuation. 


£ 

£ 

North Brabant . 

517,515 

882,440 

Gelderland 

462,760 

1,030,167 

South Holland . 

595,450 

1,352,668 

North Holland . 

403,700 

1,000,368 

Zeeland 

320,095 

575,113 

Utrecht 

201,562 

429,592 

Friesland . 

436,024 

1,088,206 

Overi]‘sel . 

212,473 

450,028 

Groningen 

362,916 

701,628 

Drenthe . 

72,432 

149,536 

Limburg . 

260,918 

352,478 


Total . . 3,872,845 8,012,224 


Bulletin de Statistique et de Legislation Gomparee (1879), Part II. pp. Ill 
119 ; and 1883, Part I. pp. 583, 605 ; Part 11. p. 43. 

Bijdragen van 7iet Btatistisch Instituut (Tweede jaargang), pp. 58 and 67. 


Although it is to be observed that the older valuations 
were in some places very defective, and that the area has been 
increased by reclamations of marsh land and by the cultivation 
of spaces previously unutilised, the above figures nevertheless 
point to the increase of rents. Their increase is equally 
apparent from the following data concerning rents actually 
paid for State domain lands in North Brabant : — ^ 


Years. 

1835-39 

1840-44 

1845-49 


Rents per Acre for 


Arable Land. 
s. d. 

17 11 
17 9 
30 0 
35 2 
45 3 


Pasture and 
Meadow Land. 
s, d, 

18 5 

19 3 
24 0 
29 7 

31 0 

32 7 
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Rents per Acre for 

Years. 

Arable Land. 

Pasture and 
Meadow Land. 


5. d. 

^ 5. d. 

1865-69 

42 4 

35 3 

1870-74 

50 7 

38 6 

1875-79 

. . 54 5 

42 3 

1880-84 

50 1 

43 2 


The following statement shows the average yearly rents 
per acre obtained by the city of Kampen (Kampereiland) from 
1820 to 1875 1 


Years. Average Rents per Acre. 


1820-24 








s, 

18 

d. 

0 

1825-29 








17 

10 

1830-34 








17 

2 

1835-39 








17 

0 

1840-44 








20 

10 

1845-49 








22 

2 

1850-54 








26 

11 

1855-59 








31 

5 

1860-64 








49 

7 

1865-69 



. 





51 

7 

1870-75 




. 




59 

9 


These statements and figures are incomplete and frag- 
mentary, but they all point to the same tendency in rents. 
In spite of fluctuations, this tendency has, on the whole, been 
in an upward direction, and we need not be surprised that 
it has. The yield of the land has been increased ; cost of 
transport has decreased ^ but, untfl quite recently, the com- 
bined influence of these two tendencies was not strong enough 
to bring about any noticeable reduction in prices, and this 
has been due to the growth of the population. Hence, 
landowners have derived unmixed benefit from the increased 
crops and cheaper transport rates. 

It is not surprising that the proposition that the rent of 
land has a natural tendency to rise continuously should have 
found acceptance. There was a time when nobody could 
speak or write about the movement of rents without thinking 
of that gain — that “ unearned increment,’’ as John Stuart 

^ The returns go no further than the year 1875, and do not specify the 
classes of land. 
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Mill calls it — whicli increase of population, progress in 
science, and improved transport facilities cause, as it were, to 
flow into the pockets of the landowners. If people ever think of 
this nowadays at all, they do so with a smile. Nobody then 
foresaw that, in the race between agricultural production and 
the demand for agricultural produce, the former would win, 
and that a period of falling corn prices and falling rents, like 
that through which we are now passing, would ever be 
reached. The landowners were represented as a class of society 
who had the rare good fortune of ‘‘ growing rich in their sleep.’’ 
Nowadays, though they may devote the whole of their energies 
to the task, they have great difficulty in guarding their estates 
against serious depreciation, and in most cases their efforts to 
do so are unsuccessful. 

There was exaggeration in the old way of representing the 
landowner’s position ; but it contained a grain of truth, which 
we, in the present time, are in danger of ignoring. Kents have 
really risen on the whole ; their course has not always been 
in an upward direction, but, on the whole, it has been so. 
There have been periods of falling rents, but they have always 
been followed by periods during which a more than com- 
pensating rise has taken place, and fortunes which have 
remained invested in land for a number of centuries have not 
decreased, but have grown larger. Is it inconceivable that 
there should once again be a period of rising rents ? Europe 
annually produces some 6,225,000,000, and imports from 

165.000. 000 to 192,000,000 bushels of corn of various kinds, 
so that its total consumption of corn amounts to nearly 

5.500.000. 000 bushels. With an average rate of increase of 
1 per cent, in the population, it would not take more than 
forty years to increase this figure by about one-half, or by 

2.750.000. 000 bushels, and this very nearly represents the 
average annual yield of corn of every description in the 
United States for the period 1885-1889. Production in the 
United States and elsewhere is capable of being considerably 
increased. But there and elsewhere the population is growing 
even much more rapidly than in our own hemisphere, so that 
forty years hence it will not be in Europe alone that the 
demand for corn will have increased by one -half, if the 
population keeps on growing at the same rate. People were 
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wrong, formerly, in looking upon tke then existing state of 
things as permanent, and not contemplating the possibihty 
of even a temporary change. But it would be falling into a 
new error to regard the present state of things as unchangeable 
too. What is more natural than that, in the race between 
agricultural production and the demand for agricultural 
produce, each should alternately lead ? At the present time 
production is in advance of demand. We have no guarantee 
that this will always be the case ; and as land is limited, 
while population may still increase very much, it must 
even be considered probable that, at some time, demand will 
again be ahead of production. The opinions expressed about 
unearned increment have not lost all value. The time may 
come when they will be read once more with a growing 
interest, and when their practical significance will be deeply 
felt. 

Should such a time come, then a question will be asked, 

‘ which nowadays attracts no attention, a question which we shall 
state and answer by way of concluding the present chapter. 
Is there any limit to the extent to which it is possible for 
rents to rise ? An acre of fertile and well-situated arable land 
now yields £4, let us say. Is it conceivable that, some day, 
the same acre may yield £12 or £120, or is this an im- 
possibility ? We are assuming, of course, that the value 
of money remains unchanged, otherwise the question would 
be futile ; furthermore, our question does not relate to land 
possessing a monopoly value, such as land on which very 
choice qualities of wine or tobacco are produced, but to 
ordinary arable land. Is there any limit to the extent to 
which the rent of such land may rise, or is it possible for it 
to rise indefinitely ? 

There are, as we have seen, two causes which give rise to^ 
increase of rents, one being an increase in the prices of agri- 
cultural produce, and the other, an increase in the amount of 
produce yielded by the land, unaccompanied by a change, or 
at any rate by a proportionate fall, in the prices of such pro- 
duce. Were the first of these causes the only one, then the 
increase of rents would find its limit in the purchasing power 
of consumers, and this . purchasing power,. , though capable of 
being increased, is very limited wfith the majority of the 
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population. It can be proved by statistics that, wben tbe 
price of bread is High, the amount of bread consumed is 
smaUr Thus high, corn prices provide tbeir own remedy. 
Were these high prices the sole cause of high rents, then 
rents could never rise very high; they could not even have 
risen to the figure at which we now find them. 

Seeing, however, that rents may go up without there 
being any rise, — in fact, even though there be a fall, —in the 
prices of agricultural produce, a different conclusion has to be 
drawn. We find that the limit of their ascent is determined 
by the productive powers of the land, and, as nobody can say 
how great these powers may be, it is impossible to state any 
figure as representing the highest point to which the rent of 
well-situated land is capable of ascending so long as there is 
a fair demand for agricultural produce. Who can tell what 
improvements may not yet be possible as regards rotation of 
crops or the selection of seeds, or manures, or the working of 
the soil ! Startling results have been achieved already. In 
Germany the yield of wheat does not exceed on an average 
eight or nine times the quantity sown. Nevertheless, it has 
already been found possible to make land yield fifty times the 
quantity of wheat with which it was sown, and a still higher 
rate of jield is regarded as possible.^ 

Here we have the answer to our question. Land is 
an instrument of production. The value which that instru- 
ment of production is capable of acquiring is determined 
by its properties ; that is, by the extent to which men suc- 
ceed in discovering and utilising those properties. There is 
nothing absurd in the supposition that in a few centuries 
the land will yield three or five times the rent which it now 
yields. But if this supposition is to be realised, agriculture 
will have to achieve progress far beyond what it has hitherto 
achieved. The extent to which higher prices are by them- 
selves capable of increasing rents is relatively slight. It is 
only by the second of the two causes which we have mentioned 
that a considerable rise in rents can be brought about. What 
the limits of that rise may be, it is impossible to say. 

^ See Zeitachrift fur die geaammte Staatswissenschaft^ vol. 50, p. 666. 
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House Rent and the Demand for House Room 

In this chapter we propose to treat of the rents of buildings, 
and more especially of the rents of dwelling-houses, as the 
greater number of buildings are used for providing house 
room. Of other kinds of house rents we shall only speak as 
occasion may arise. The causes which determine the rents of 
dwelling-houses coincide to a great extent with those which 
regulate the rents of other kinds of houses, so that the latter 
will need but little special explanation. 

There is great inequality in the demand for house room. 
In 1883 the Dutch Government issued a complete return^ 
of the houses or parts of houses whose tenants were at that 
time assessed tox 'personal tax? It was found that 
Amsterdam, the metropolis of the kingdom, contained 33,240 
dwellings which were exempt from taxation owing to their 
rents being less than 67 florins ^ per annum.^ The estimated 
rentals of the remaining 32,668 dwellings were as follows : — 


Estimated Yearly Rentals. ' 
67 and under 100 florins . 
100 „ 200 „ . 


No. of Dwellings. 
. 8,980 

. 9,507 


Carry forward 


^ Bescheiden betreffende de geldmiddelen (aGhtste atuk). 

2 The personal tax is a tax on house-rents, etc., paid by the occupier. 

® Twelye florins =£1 sterling. 

^ In connection with these figures it is to be noted that according to the 
law relating to personal taxation as it then stood, weekly rents were converted 
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Estimated Yearly Bentals. 

Brought forward. 


PART I 


200 and under 400 florins . 

400 ,» 

700 „ 

700 

1000 „ 

1000 

1400 „ 

1400 

1800 „ 

1800 »> 

2500 „ 

2500 florins and over . 


No. of Dwellings. 
. 18,487 
. 7,004 

. 3,649 

. 1,831 

969 
413 
228 
.187 


32,668 


t S' wd act in an .0 » - 

Amsterdam— thoiigl m some p aces 

stffl tli, disparity are weU known; 

not.ees.Wc. Tk. »n acccrnt 
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for a good deal, bn _ diTOaritv of incomes 

part of it. The cMef causes, m ^ ^om 
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assessed f or the persoml tax in that year, and tna , ^ 

verted by multiplication by 10. x„ Paris have been compiled by the 

1 Very complete statistics of hTO ^ Bullain de Statisiique et 

Municipality of that City. p^^i. tt 338-342. They show that in 1889 

de Legislation Comparee (1890), P ifuni 20 000 francs (£800) and upwards. 

A calculation was at the same time quartiers. The average was 
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persons were subject to income-tax. These 38,460 persons 
were grouped as follows, according to different ranges of 
income:— 


Proportion per cent, of 


Ranges of Income. 

600 and less than 1,000 florins ^ 

38,460 persons with 
incomes between 
these ranges. 

49*86 

1,000 

„ 2,200 

• 

29*26 

2,200 

„ „ 5,100 

JJ 

12*36 

5,100 

„ 10,000 


4*87 

10,000 

„ 20,000 

>» * 

2*27 

20,000 

„ „ 61,000 


1*13 


Over 61,000 

,, 

0*25 




100*00 


Thus it appears that nearly one-half of those subject to the 
tax had incomes of less than 1,000 florins, and that only 
two-fifths of all the others had incomes of 2,200 florins and 
upwards. 

In most households rent forms a very important item in 
the domestic expenditure. An inquiry conducted in Hamburg 
in 1874, and covering 14,691 examples, showed that people 
whose income exceeded £300 per annum spent from 3 to 10 
per cent, of it on rent, those with incomes between £100 and 
£300 spent 17 to 21 per cent, on this item, while persons 
having less than £100 per annum actually spent from 21 to 
32 per cent, on rent.^ Figures respecting the proportion of 
house rent to income have also been calculated for Amsterdam. 
They relate to the years 1890-91, and show the proportion 
to have been as follows ^ 

^ Twelve florins =£1 sterling. 

2 Bulletin de Statistique (1883), I. pp. 770-772. Figures relating to other 
German towns will be found in Dr. G. Bebthold’s essay on Die Wohnungs- 
mrhdltnisse in Berlin, forming No. XIV. of the collection of essays published in 
1886 by the Verein fiir Sociabpolitik, under the heading, Die Wohnungsnoth der 
drmeren Klassen in deutschen Orossstddten, Part II. pp. 219 ci seq. See also the 
essay by H. Feeese entitled Wohnungsnot und Absatzkrisis in the 1893 Jahr- 
gang (Part 61) of the Jakrhucher fur Nationalokonomie und Statistik, p. 645. 
For the families of thirty-one workmen in his own employ, Herr Fbeese found 
the proportion of house rent to income to be, on an average, 21*83 per cent., or, 
allowing for receipts from sub-letting, 18*07 per cent. 

^ These figures have been calculated by Mr. C. T. Knottexbelt. See 
De Economist (1894), p, 467. The proportion does not, however, rise con- 
tinuously. 
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Proportion per cent. 

Ranges of Annual Income. of Income spent on 

House Rent. 

10,000 to 11,000 florins! . . . ■ 13-8 

4,600 „■ 6,100 „ . . . . 22-6 

2,200 „ 2,400 „ . . . . 23-9 

600 „ 700 „ .... 26-9 


It is clear that percentages of 20 and 30 cannot be exceeded 
in the case of small incomes unless retrenchments be made in 
the sums expended on items at least as necessary as house 
accommodation. However much a family may appreciate the 
advantage of a comfortable house, they must necessarily 
make do with a cheap one if the income at their disposal 
be small. 

There is also a great deal of diversity in the value which 
people place upon the advantage to be derived from a house. 
We are not thinking of pecuniary advantage alone, though this 
has also to be considered, for many people choose their dwell- 
ing with an eye to their calling. We are thinking primarily 
of enjoyment, convenience. People of equal means differ 
widely in the matter of refinement, and the value attached to 
a good house is generally greater among highly refined people 
than among those of little refinement. The best indication 
of the standard of living of a nation is always afforded by its 
housing conditions. When we want to describe the condition 
of the agricultural population of a country, say Ireland or 
Sicily, we begin by describing the dwellings of the peasantry 
in that country. Disparity of means alone does not explain 
the unequal demand for dwelling accommodation ; the want 
itsdf is not felt in the, same degree by every one. And 
again, it may differ in degree amongst people of equal re- 
finement, for luxury assumes various shapes. Many people 
are willing to dispense with a comfortable winter residence in 
town in order to be able to afford themselves the enjoyment 
of a country residence in the summer. 

There are two conclusions to which we are led by the con- 
sideration of these commonplace facts. The first is, that rents 
^cannot always be higher according as the houses for which 
\they are paid are . larger and better than other houses. It 

conceivable that, in a particular neighbourhood, single 

1 Twelve florins =£1 sterling. 
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room lodgings may be bad for four skillings, and double 
room lodgings for six or seven skillings per week, altkougk 
tke accommodation offered by tke latter is double tkat 
of tke former ; or that one house may let for £150 per 
annum whilst a house next door, of double its size, will not 
fetch more than £240 per annum. The reason is, that the 
person who is about to take a house considers not alone the 
attributes of the house itself, but these in relation to his means 
and wants. The lodging composed of two rooms may be more 
comfortable than the single room lodging, but if a workman 
is not disposed to pay twice as much for two rooms as he 
would pay for one, and if the majority of his fellow- workmen 
think as he does, the double room lodging will fetch propor- 
tionately less rent. Ultimately this disproportion will indeed 
cease to exist. If large houses yield relatively less rent than 
small ones, people will cease to erect the former and will 
put up the latter instead, until the proper proportion has 
been restored ; or, it may be that large houses, previously 
accommodating single families, will be turned into flats, double 
room into single room lodgings- But the disproportion may 
continue for some time, indeed it may continue for a very long 
time. In a town, for example, where prosperity has given place 
to decay, there will be large houses and roomy workmen’s dwell- 
ings for which it is impossible to obtain rents proportionate to 
the advantages which the houses possess in comparison with 
smaller ones. The fact that a former occupant has improved 
and embellished a house adds but little, in many cases, to the 
rent which the house will afterwards fetch. The advantages 
imparted to the house by the improvements are admitted, but 
nobody is willing to pay for the luxury of enjoying them, 
because even before the improvements were made the house 
was in every way satisfactory. 

Our second and more important conclusion is, that there 
must exist as close a connection between price and demand in 
respect to dwellings as is usually to be observed in respect to 

C ’ nst other things. A rise in house rent tends to reduce, 
hile a fall tends to stimulate, the demand for house room. 

It would be wrong to urge against this, that a well-to-do 
man will not leave a house that suits him, simply to escape 
an increase in the rent, which cannot be of much consequence 
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to him. In saying that increase in price reduces demand, we 
do not mean that it reduces everybody's demand, but the total 
demand. To what price would wheaten bread have to rise 
before a millionaire denied himself the enjoyment of it? or 
oats, before anybody who kept a carriage would think it 
necessary to get rid of his horses in consequence ? Suppose 
the tea duty were to be doubled : would this be followed 
by a decrease in the quantity of tea consumed among 
people in the highest ranks of society? When prices rise, 
the demand of some people, of many people in fact, remains 
unchanged, provided the rise be a moderate one ; nevertheless, 
the aggregate demand falls off, because there are always some 
people who either cannot or will not pay the higher price. 

There are some who cannot. Take a hundred dwellings, 
each of which lets for £80 per annum. There will certainly 
be a few among the occupants, who do not find it particularly 
burdensome to pay this rent. But there will be others 
who find the rent a somewhat heavy item, others who find 
it still heavier, and finally some who find it so heavy that 
they think they could not possibly pay a higher rent. 
And besides inability to pay more, there is unwillingness 
to do so. Differences in taste, requirements, and degree of 
refinement make it inevitable that houses of equal value 
should have to accommodate people differing very greatly in 
respect to the extent of their attachment to the dwellings 
which they occupy. Upon those who care very little about 
their dwellings the effect of an increase of house-rents would 
be quite different from what it would be on the others. They 
would move into a less fashionable neighbourhood, or exchange 
from a tastefully decorated dwelling to a plainer, or from 
larger to a smaller one, or from a first-floor to a second-floor 
lodging. There are many ways of reducing one's rent, and it 
is not absolutely necessary to change one's place of residence in 
order to do so ; in Berlin, in 1885, 5-87 per cent, of the house- 
holds sub-let part of their dwellings, and 17-09 per cent, took 
in lodgers by the night.^ 

In cities like Paris, where house rents are very high, only 
a wealthy man has such a roomy dwelling as that enjoyed by 
a man of moderate income in a country like Holland : a further 


^ StafisUsches Jahrbuch deutscher Stddte (1890), p. 80. 
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proof of tlie truth of the proposition which we are here 
defending, and which, it seems to us, should form the starting- 
point of a true theory of house rent. 

As yet, however, this proposition does not meet with general 
acceptance. There was a time when every rise in the price of 
bread was ascribed to the greed of bakers or the speculations 
of corn-merchants ; every rise in the rate of interest to the un- 
willingness of capitalists to lend their “ money ” on reasonable 
conditions; we even have an example (in Naples, at the 
beginning of the seventeenth century) of the fixing by 
Government of a maximum price for foreign bills of exchange. 
Gradually the conviction has gained ground that high prices, 
if arbitrarily fixed, cannot be maintained. But though this is 
understood to be true of things in general, many are still 
disposed to doubt its truth in the matter of dwelling 
accommodation. When house rents go up, people often look 
for the cause in every direction but the very one in which 
alone, if the rents continue high, it is to be found, namely, 
in the want of equilibrium between demand and supply. As 
with every kind of commodity bought and sold in a wide 
market, so with every class of dwelhng in all large towns, there 
is a point at which demand and supply balance each other; 
this point is determined by the marginal utility of these dwell- 
ings, to use once more the technical term of the modern theory 
of Value. Suppose 100 dwellings to be vacant, and 60 people 
to be ready to pay £100, 25 to pay £90, 10 to pay £80, 
and 5 (or more) to pay £70. The marginal utility is now 
expressed by £70, and this will continue to be the rent which 
it will be possible to obtain for these dwellings provided that 
the number available remain unaltered, and that the 10 people 
willing to pay £80 do not increase in number to 15, for 
example. The house-owners may put the rents at a higher 
figure if they like, but if they do, some of the dwellings will 
remain untenanted ; 5 if £80 be asked, 15 if the owners 
refuse to take less than £90, and 40 if they ask £100. 

In the long-run, no dwelhngs will remain untenanted. 
The supply in this case is unconditional — always provided the 
rents actually yielded by the dwellings exceed the expenses of 
repair and maintenance, together with the taxes falling upon 
the owner. We are therefore justified in concluding that the 
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marginal utility ” in this case regulates not only the value 
but also the price. 

■ What has here been said of dwellings applies equally to 
shops, the more so as these are often connected with dwellings. 
The motive of the demand is diiferent, it is true, in respect to 
premises of this kind ; people rent shops just as they rent a 
piece of land, in order to earn an income. But this rather 
strengthens than loosens the connection between price and 
demand, since, with the shopkeeper, the rent of the shop 
forms part of trade expenses, and it is important for him that 
the sum total of these expenses should be suflBiGiently below 
the gross receipts to leave him what he considers a fair 
profit. The same may be said of offices and warehouses. 
But in small localities, where certain kinds of dwellings are 
represented by only one, or at the most two specimens, the 
general law, to which we have just called attention, does 
not at all times apply, owing to the absence of the conditions 
necessary for its operation. In such localities there does not 
exist, in respect to all dwellings, a supply or stock capable of 
being divided into a number of parts. It is hardly correct to 
speak of a value in such isolated cases ; the rents actually 
paid depend upon varying circumstances. Chance has some- 
times a good deal to do with them. 

§2 

Ground Rent 

t We must now analyse the rent of houses ; this will enable 
to see that in very many cases it is composed of two parts, 
ound rent and house r^nt strictly so ca^^ By ground 
rent we do not mean the rent which could be obtained for the 
land upon which the house is built if that land were to be used 
for agriculture or stock-rearing ; rent of the. last-named sort is 
so small that we need have no hesitation in neglecting it when 
treating of house rent. Suppose the land be of first-class 
quality, and therefore worth a rent of £5 per acre ; even this does 
not amount to more than per square foot. The maximum 
amount of agricultural rent comprised in house rent, therefore, 
can certainly never exceed as many times as the area 
covered by the premises contains square feet. In all future 





CHAP. Ill 


THE RENT OF HOUSES 


135 


observations and calculations we sb^ll treat as a negligible 
quantity the rent which building land would be capable of 
yielding if it were used for purposes of agriculture or stock- 
rearing. What has just been said justifies our doing so. 

By ground rent we mean the rent that land already built 
upon, or suitable for building purposes, is capable of yielding, 
owing to its being situated in a populous centre, and owing to 
the fact that land is necessary for every kind of building 
property, and that well-situated building land is often scarce. 
The price of building land is its capitalised ground rent, just 
as the price of agricultural land is its capitalised agricultural 
rent. Whenever a building site becomes vacant in a fashion- 
able neighbourhood, owing to the house that stood upon it 
being destroyed by fire or other causes, many people are at 
once prepared to pay a certain sum, frequently a large sum, 
for the site, knowing as they do, that the building to be erected 
upon it will 5 deld a larger sum per annum in the shape of 
rent, after deducting cost of repairs, etC;, than they could get 
in the shape of interest from the capital required to erect 
the building. This excess of the annual sum yielded in the 
shape of house rent over the annual interest yielded by the 
building capital constitutes . the grpund rent. The Dutch 
impdt fonder^ which makes a distinction between properties 
which are built upon and those which are not, reckons 
the ground rent as part of the income yielded by the former ; 
in the income derived from the latter it includes only the 
trifling sum which constitutes the agricultural rent referred to 
above. In order to make a strictly scientific division, it would 
be necessary to adopt a different method, and an investigation 
carried out some years ago in Berlin affords grounds for believing 
that the practical difficulties would not be insuperable. It was 
known what rents the various house properties were capable of 
yielding ; it was also known for what sums the houses were 
insured, these sums being, of course, exclusive of the value of 
the ground. The result of the calculation showed that, in 
Berlin, house rents included on an average 40 per cent, of ground 
» rent.^ It is, in most cases, quite possible to estimate the price 

which could be obtained for a building site. By calculating a 
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certain percentage of that price, say 4 or 5 per cent., we shall 
find how much ground rent is included in the house rent. 

The importance, scientifically, of distinguishing ground 
rent from house rent properly so called, will become evident 
as we proceed with our inquiry. For the present, we shall 
confine ourselves to observations intended to acquaint the 
student more closely with the nature of ground rent, and 
certainly the most important matter to be pointed out in this 
connection is the close relationship which exists between 
ground rent and agricultural rent. The latter has its origin 
in the fertility, but also in the situation of the land ; 
ground rent originates in the situation of the land and in 
that alone. But apart from this, a great deal of what 
has been said with reference to agricultural rent applies to 
ground rent as well. We remember E-icarpo's statement : 

Corn is not high because a rent is paid, but a rent is paid 
because corn is high.’’ Something similar might be said of 
ground rent. House rents are not high because the ground 
upon which the houses stand is very valuable ; but the. ground 
is very valuable because high rents are offered for the houses 
which are built, or may be built, upon that ground. Kicardo 
further states that corn would not become cheaper if the land-^ 
owners were to forego their rent, and these words also express 
a truth capable of being turned to account in the question 
with which we are now dealing. In London, many building 
areas are let on long leases at a ground rent : the house rents 
would not fall supposing that the ground rent had no longer 
to be paid. Frequently the high prices charged in some 
places for building land are stated to be the cause of the high 
rents charged for the houses. It will be our business to show 
that this is a confusion of cause and effect and that house 
rents would not be lowered even though the land were given 
away instead of being sold. 

In the fact, too, that it does not admit of annihilation for 
the time being, ground rent affords another indication of its 
affinity to agricultural rent. The landlord may let his land 
for less than its full competitive rent, but in doing so he fore- 
goes a portion of that rent in favour of the user of the land. 


In the same way, a portion of the ground rent may be diverted 
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happens when, instead of having a house built on the land at 
his own cost, and then letting such house, the ground-owner 
sells his ground to buildersd entrefreneurs will not 

be satisfied with a very moderate rate of interest on the 
capital they intend to day out, they will want to get a some- 
what higher percentage on their money. This additional 
percentage will be a part of the ground rent which the owner 
of the ground has had to abandon to the entrepreneurs in 
order to relieve himself of all risk. And even though the 
entrepreneurs — who may be shareholders in a society existing 
for philanthropic purposes — ^should be willing to forego this 
advantage by fixing the rents at a low figure, the ground rent 
would still exist. The occupier of a dwelling which is being 
let at less than its full market rent ’may be likened to the 
tenant farmer whose landlord has given him the use of land 
at a lower rent than it would have fetched in the open market. 

The error here pointed out is so general that it will be 
worth while to trace its source. There are two reasons why 
prices of building land — and therefore ground rents — are 
sometimes supposed to influence house rents. The first reason 
is, that builders, in their calculations, never make any dis- 
tinction between their disbursements for the ground and their 
disbursements for other purposes ; both are reckoned as costs.” 
Nevertheless these two kinds of disbursement difier generically. 
The prices of material and rates of wages in a town are in- 
fluenced in some measure by the competition amongst local 
builders ; but this influence is far from amounting to absolute 
control over such prices and wages. The prices of building 
land, however, are entirely controlled by this cause, being 
high or low according as builders calculate upon getting high 
or low rents. The labour and materials possess a value 
which is, in a great measure, independent of local conditions. 
They are influenced only to a limited extent by the local 
demand in the building trade. Building land, on the con- 
trary, owes the whole of its value to local causes, since no 
builder will pay anything for it unless there is a reasonable 

^ The sense in which the expression “ builder ” is used throughout this 
chapter is that of a person who builds a house with a view to letting it. The 
Butch expression, which it is intended to translate, is bouwondernemer, i.e, 
h\n\.6.mg-entrepreneur, a somewhat cumbrous teirm. — K. A. W.. 
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prospect of Ms being well recompensed for the outlay. The 
probable amount of such recompense regulates and limits the 
amount of his ofier, and depends upon the rents which houses 
are fetching. If, therefore, the sum wMch a builder will ofier 
for building land be determined by the rents which houses are 
fetcMng, how is it possible for that sum to influence those very 
rents; or how can it rightly be placed in the same category 
with the actual building expenses ? 

The second cause of the error to which we draw atten- 
tion, lies in the fact that the supply of building land is 
not always unconditional. Building areas, which are expected 
to rise considerably in value before long, are only offered at 
prices which builders regard, for the time being, as excessive. 
But offering a thing at a price which exceeds its value is not 
offering it in reality, and that which is only apparently 
offered is really being withheld from the market. We have 
never meant to deny that house rents were affected by the 
amount of building land actually available. They are bound 
to rise whenever increased demand for dwelling accommoda- 
tion is accompanied by lack of opportunity for building, and 
it matters not whether this lack of opportunity be due to the 
want of suitable building areas or to speculation on the part 
of the owners of such areas. In the latter case, however, the 
effect is temporary, since it never happens that land which 
is both suitable and intended for building purposes, is kept 
out of the market for good. A moment ultimately arrives, 
when the loss of interest wMch the owner must undergo, if he 
persists in waiting, becomes too great in his estimation, and 
then the land, which he has been withholding for reasons of 
speculation, gets into the market. It constitutes no exception 
to tMs rule, that such land as that comprised in public recrea- 
tion grounds, parks surrounding Eoyal palaces or the residences 
of very wealthy people, or land which the owner could not 
convert into money without greatly reducing the value of his 
other property, remains unsold. All such land is withdrawn 


from the market for good. It has to be left out of account in 
considering the question : what are, or will be, the opportunities 
for building ? We have been speaking only of actual specula- 
tion in building land ; and of this it is true to say that it only 
impedes the immediate supply of such land. It never impairs 


CHAP, in 


THE EENT OE HOUSES 


139 


the growth of a town permanently, but checks it for a given 
time. And this check is not caused by the fact that a price 
is asked for the land ; it is entirely due to the fact that the 
price asked is more than the land is worth at the time, that 
it is. a price which exceeds the capitalised ground rent, or 
comes too near it to allow builders a sufficient profit. In 
other words, the check consists in the temporary withholding 
of land from the market. 

One thing further before we proceed. It has been stated 
that the ground reiit is indestructible for the time being. It 
may, however, be rendered latent for a time, and this is 
another of the characteristics which it possesses in common with 
agricultural rent. If a landlord were to prohibit his tenant 
from growing those crops which yielded the largest return, or 
to insist on his allowing the land to lie fallow once in a 
certain number of years, without there being any necessity 
for such a course, he would have to content himself with a 
low rent. In the same way the owner of building land may, 
when selling it, impose upon those who desire to erect houses 
upon it, conditions under which the highest possible house 
rents are not obtainable. In London, for example, the Metro- 
politan Board of Works, in the exercise of powers which it 
acquired in 1875 and 1879, bought up seven acres of land 
(having a population of 20,335 persons), together with the 
houses standing upon it, pulled down the houses, and offered 
the sites for sale subject to the condition that only good work- 
men’s dwellings should be erected upon them. The result 
was, that 3s. 8(Z. per square foot was all that could be got 
for the land — far less than the Board of Works could have 
obtained if they had put the land in the market unconditionally 
— and that a loss of £1,211,336 was sustained.^ In this case 
the ground rent was rendered latent. If these sites were to 
become vacant again and to be sold unconditionally, the 
full ground rent, supposing that it had not changed in the 
meantime, would become manifest. 

Ground rent enters into the composition of many, but not 
of all, house rents. The towns and villages of every civilised 

^ T. Reynolds, The Housing of> the Poor in American Cities (vol. viii. of 
the publications of the American Economic Association), p. 46. 
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country, and of many semi-civilised countries, admit of being 
divided into four groups. We shall indicate each of these 
groups, and in the course of our inquiry into the causes which 
regulate house rents, we shall endeavour to ascertain whether 
causes which influence the rents of one group also influence 
those of the other groups, and if so, whether the influence is 
of the same or of a similar kind. 

In the first group we class places where no ground rent 
whatever is embodied in the house rents, owing to the fact 
that building land is plentiful on every side. Such places 
are only to be found in country districts, and only in 
country districts where the houses are separated from each 
other by open spaces, and where parts of these spaces may at 
any time be had for sums equivalent to their capitalised 
agricultural rents. In order to avoid the danger of being 
casuistical, however, we also include in this group places in 
which building land, as such, possesses so little value that the 
interest on the money which the land fetches amounts to a few 
shillings only. 

ThQ second group also consists of places where the house 
rents contain no admixture of ground rent ; but in this 
case the reason why they include no ground rent is quite 
different. At some former time the town was prosperous 
and many houses were built ; but prosperity waned and 
houses fetched much lower rents; and even though the 
period of decline may have been succeeded by a period of 
revived prosperity, it would yield no profit to build a house in 
that place. Dwellings are cheap and roomy, and the rents paid 
for houses are considerably less than the interest obtainable 
for such a sum of money as would be required in order to 
build the houses. If to this interest there be added the cost 
of repairs and the taxes falling upon the owner, the difference 
wall be found to be very considerable indeed. 

In the places constituting our third group, things are other- 
wise in regard to house rents. Their condition may be repre- 
sented by a horizontal row of points indicating the sites of 
houses of the same kind, it being understood that, according as 
we proceed from left to right, the position becomes less favour- 
able. If we were to draw a vertical line over each of these 
points, to show the interest on the building capital and the 
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cost of repairs, all the lines would have to be of equal length, 
since the houses represented in the diagram would all be of 
the same kind, only differing as regards situation. But if we 
were to extend each line, so as to show by how much the rents 
yielded by each of the houses exceeded the interest and cost of 
repairs, the lengths to be added in each case would become 
shorter as we proceeded from left to right, and the line over 
the last point would have to remain as it was. The lengths 
added would be the ground rents, and the purpose of the diagram 
would be to show that these become smaller as the situation 
becomes inferior, and that ultimately they disappear altogether.^ 
In short, we are now thinking of towns with building land 
situated in an out-of-the-way neighbourhood, in which people 
will not settle unless they are unable to find good dwelling 
accommodation at a reasonable rent in any other part of the 
town, or find it necessary to economise. In such towns most 
of the house rents comprise some ground rent, though not all 
of them. There is a part of the town — ^let us rather say 
there are different spots within the limits of the town, for 
such is usually the case— where building is still profitable, but 
only on land for which no ground rent is asked. To express 
it in the language of our diagram : on these spots the lines 
AC (rent obtained for house) and AB (interest on building 
capital and cost of repairs) are of equal length. 

We come now to the fourth group. This group com- 
prises towns where there is absolutely no building land, either 
because the place is enclosed within walls, or because it is 



AO = Bent obtained for house. 

AB = Interest on building capital (exclusive of purchase of ground) and cost of repairs. At 
the farthest point AB and AO coincide. 
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In places of the second group where, owing to former decay, 
house rents are so low that, at first, there could be no ques- 
tion of putting up new houses, the rise in profits and wages 
will, as in places of the first group, cause the population to 
increase, but not to the same extent; for in this case, as soon 
as the population increases, house rents will go up, and this 
will prove a check. Those who contemplate settling in such 
a place will note that dwelling accommodation has gradually 
become dearer. Still the check cannot be very powerful if 
there be suitable building land on the outskirts of the 
town, as then the rise in house rents will quickly reach its 
limit. 

We assumed that, in towns of the third group, ground rent 
had almost everywhere to be paid, and that building land 
could only be got in an out-of-the-way neighbourhood. Here, 
also, increase of incomes will cause increase of population, and 
house rents must go up in consequence. The lines AO— to 
refer once more to our diagram — will all have to be lengthened, 
and the marginal point — as we shall call the spot where build- 
ing is just profitable, provided no ground rent has to be paid 
— ^will be shifted further out. If incomes go on increasing, 
and opportunities for earning money are multiplied, we find 
the town increasing very much in size, so that sites which, a 
few years ago, were on the outskirts, are now central. The 
United States furnish the most noteworthy examples of this, 
but even in Europe many towns have attained to great 
dimensions in a relatively short time. Opportunities of 
earning larger incomes than elsewhere must have multiplied 
at a great rate during the nineteenth century in the nine 
largest cities of Europe ; how, otherwise, are we to explain 
the fact that, between 1833 and 1873— a period of forty 
years — their population rose from 5,582,000 to 10,596,000 
souls ? In Berlin, more especially, the population has 
increased remarkably in recent times. In 1862 it was 
432,000, or less than the population of Amsterdam at the 
present day; in 1891 it was 1,579,000. Within about the 
same period (1861-1891) London has increased in popula- 
tion from 2,373,000 to 4,211,000, and Paris from 1,227,000 
to 2,424,000. 

The check of which we have spoken did not fail to 
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square mile iii Breslau/ and 143,665 in Amsterdam. The 
increase of house rents has not stopped, but it has checked 
the growth of population in large towns, and this must be 
recognised as one of its good features. Just as in the case 
of failure of corn crops, the high price of bread prevents 
the depletion of stocks of corn ; so does increase of house 
rents prevent the crowding together of humanity in places in 
which the chances of earning a living have increased, and 
which have, in consequence, acquired a great power of attract- 
ing population from other — perhaps remote — parts of the 
country. 

What has just been said applies equally to towns of the 
fourth group, which are not in a position to enlarge their 
boundaries. We need not go into particulars to prove this, 
and may now lay down the following general proposition 
embodying the results of our inquiry : When profits and 
wages increase in a town, house rents in that town will rise, 
and the population will increase. Either of these two results 
tends to bring about equality between the advantages con- 
nected with living in that town and those connected with 
living in other towns. The greater the available area of 
well-situated land in the town, the more will this equalisation 
be brought about by increase of population; in proportion as 
such land is scarce it will be brought about by increase of 
house rent. This increase in house rent will, in most cases, 
be an increase of that part of house rent which consists of 
ground rent. 

Throughout the whole of the foregoing demonstration, 
we have been assuming increase of prosperity in a town to be 
in every case the cause, and never the effect, of an influx of 
population to that town. We do not propose just yet to refute 
the erroneous contention that increase of population leads 
to increase of wealth ; this we shall do in a later chapter. 
We may remark, however, that there is certainly one case in 
which prosperity results from an influx of population, and 
that is when the new-comers belong to the moneyed classes. 
It must be conceded at once, that the wealth of a place is 
greatly promoted by the settling in it of people who possess 

1 See the essay by E. Hasse in Mayr’s Statistisches ArcMv (Jahrgang, 1892), 
pp. 615 et seq. 
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large incomes. But although the settlement of such people in 
a town must be ranked among the causes which bring about 
increase of profits and wages in the town, that is to say, 
increase of opportunities of earning an income, it is not to 
be ranked among the causes which contribute towards 

a considerable increase in the population. Well-to-do people 
never immigrate in sufidcient numbers to bring about the 
last-named result. In most cases the effect of their immi- 
gration is to attract less wealthy people to the place. 

The greatest and most rapid increases of population are 
to be observed in towns specially adapted by their situation 
for the carrying on of commerce or industry. This has been 
shown with great clearness by Wilhelm Eoschee in an essay 
which appeared in the third edition of his Ansichten der Yolks- 
wirthscliafi}- In that essay the author has proved that the 
origin of very large towns may in all cases be traced to this 
cause. Even though some of Roscher’s statements will not 
stand the test of critical examination, the general trend of his 
reasoning is correct. The great increase in the population of 
Paris is in apparent conflict with this, but Roscher shows 
that his proposition is proved by that very increase. Paris 
has gradually become a great centre of commerce and industry 
for the export trade, and its prosperity is due in far greater 
measure to this, than to the fact that foreigners visit it, and 
persons of independent means settle there. 

§4 

How do Changes in the Cost of Building and the Rate 
of Interest affect House Bents ? 

The cause of which we are now about to speak also 
produces effects which differ according as a town belongs 
to one or the other of our four groups. In towns of the 
second group, where no profit can be made out of building, and 
in towns of the fourth group — or in localities where con- 
ditions similar to those of this group exist— it produces, in 
most cases, no effect whatever upon house rents. We will 
give a few illustrations. A house which lets for £20 costs 

^ Part I. pp. 317-362, Betrachiungen uber die geogra^hische Luge der 
grossen Siddte. 
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£2,000 to build, and £16 per annum for repairs, etc. Now, 
even if the cost of building such a house were to fall from 
£2,000 to £1,000, and the rate of interest from 6 to 2| per 
cent, per annum, there would still be no profit to be made by 
having a house of this kind built. This is an illustration that 
has reference to the second group. Suppose, however, that the 
house let for £200 and not for £20 per annum, while there 
was no vacant space for building, and that it was precisely 
this want of vacant space which caused the rent to be so high. 
Here again, change in the cost of building or in the rate of 
interest would be without any efiect. And this is the con- 
dition of things existing in towns of the fourth group. 

In country towns, on the contrary, where there is abund- 
ance of building land on all sides, the cause which we are now 
discussing exercises a powerful, and, in most cases indeed, a 
determining influence. There a house must be regarded in the 
same way as any other product, and therefore as subject to 
the general law in virtue of which value and cost of produc- 
tion in the long-run coincide. As a house is capable of being 
enjoyed for many years in succession, the law sometimes 
operates more slowly here than in the case of other kinds 
of commodities ; nevertheless it does operate, and with a 
certain rapidity, when the population is increasing. The rent 
paid for dwelling accommodation will be low according as 
building expenses and rate of interest are low. The higher 
these are, the more will the increasing population have to pay 
for its dwelling accommodation. The fact that in colonies 
and newly peopled countries house rents are particularly high, 
seems in most cases to result more from the rate of interest 
than from the cost of building. Capital is scarce in such 
countries and is seldom to be had for less than 7 or 8 per cent, 
per annum ; frequently a higher rate of interest has to be paid. 
This greatly increases the rent for which it is possible to 
supply dwellings. It makes a considerable difierence whether 
the capital employed in building has to 3 deld to 4 per 
cent., or whether it must yield double that amount per annum ; 
in the former case, a house which costs £1,000 to build can be 
let for a net rental of £35 to £40 per annum; in the latter 
case, £70 to £80 per annum will have to be charged for it. 

All this is too simple to need further explanation ; it is 
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easy to show how house rents will be influenced in towns 
belonging to the first, second, and fourth groups by changes 
in the cost of building and rate of interest. It is only in 
considering towns of the third group that we encounter diflfl- 
culties. For in the towns of this group, a certain amount of 
ground rent is included in the rents of most, though not of 
all, houses. Opportunities of building exist as a rule only 
on the outer fringe of the town, and problems arise in con- 
sequence, the solution of which requires some care. 

Let us first consider the rate of interest. Eegarding the 
matter superficially, we might be inclined to think that a 
reduction in the rate of interest from say 5 to 2|- per cent, 
must necessarily have the effect of reducing all net house rents 
— by which we mean house rents after deducting cost of 
repairs — by one-half. Or a conclusion diametrically opposed 
to this might be drawn. House rents will not change, we might 
say, but the price to be paid for houses and building land 
will be doubled, just as we see the price of certain securities 
being doubled when the rate of interest is permanently reduced 
by one-half. Neither of these opinions would, however, be 
quite correct. A reduction in the rate of interest operates in 
a manner much less simple than this in towns of the kind 
with which we are now concerned, whose conditions in respect 
to house rents are represented in our diagram.^ 

Let us look at this diagram once more, especially at the 
perpendicular lines of unequal length, representing the rents 
of a number of dwellings which, except as regards situation, 
are all equally good. Now, must there exist between the 
lengths of these various lines a certain inevitable froportion, 
or merely certain differences ? Our meaning will perhaps be 
clearer if we repeat the question in another form. Two 
dwellings have the same dimensions ; they are in equally 
good repair ; in fact, the accommodation which they provide 
is equal in all respects. One of them, situated at the 
point where building land has no value, fetches a rent of 
£60 ; the other a rent of £120. Between the two rents 
there exists : — 

a proportion of 1 : 2, 

a difierence of £60. 


^ See ante, p. 141. 
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Now, which of these figures is the result of some economic 
law? Which merely accidental? If the £60 rent were to 
fall to £30, would the £120 rent fall : — 

to 2 X £30 = £60, or 
to £30 +£60 = £90? 

The whole problem is inyolved in this question. The 
answer, we think, is as follows : — 

The proportion is merely accidental; we should search in 
vain for a cause, in virtue of which it must inevitably be what 
it is. A house in a fashionable neighbourhood is worth more 
than a house on the outskirts of the town, because dwelling 
in a fashionable neighbourhood confers social or other advan- 
tages. If, at a given time and in a particular case, we value 
these advantages at £60, there is no reason why we should 
value them at a higher or lower figure than this after the rents 
of houses at the outskirts of the town have fallen. This fall 
will have an effect on house rents in general, but the effect will 
not go beyond causing the rents of all houses, which are similar 
in every respect except position, to be reduced by an equal 
amount, or, as it would be expressed in our diagram, cutting 
off from each of the lines AC equal portions of the line AB. 

As regards a reduction in the rate of interest, the direct 
effect will simply be to reduce the rent at which a house can 
be supplied at the marginal point.” Building will now be 
engaged in more extensively than before ; house rents on the 
outskirts of the town will fall, and gradually the fall will 

become general. But the differences will still remain the 

same — that is to say, the ground rents will, for they are 

made up of those differences. What has fallen is the house 
rent properly so called, and nothing else. 

There are two objections which might be urged against 
this proposition. One of them is this. Granted that a 

reduction in the rents charged for houses on the outskirts of 
the town has no effect upon the value which people attach to 
the advantages of residing in the better neighbourhoods, the 
fact remains that a general reduction of house rents will cause 
an increased demand for houses occupying more favourable 
positions. If an article goes up in price many of those who 
have been in the habit of using the better qualities of that 
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reduction in the cost of building or to the fact that the 
capitalist for whom the house was built is content to take 
instead of 5 per cent, interest on his money. The 
effect upon house rents, in so far as there is any, will be the 
same in both cases. 

Summarising the results of our inquiry in this section, 
we arrive at the following conclusions : — 

The effects produced upon house rents by changes in the 
rate of interest and in the cost of building are most marked 
in towns where there is a constant demand for new dwellings, 
but where there is no difficulty in supplying that demand, 
because of the abundance of building land. 

Such changes have no effect whatever in towns where the 
rents yielded by house property are much below the interest 
on the money that would be required in order to build and 
keep such property in repair ; neither have they any effect in 
towns where there is no vacant land for building. 

In towns where vacant building land is only to be had 
at the outer fringe, and where ground rent has to be paid in 
the parts already built upon, the effect is confined to house 
rent properly so called. The rents of each class of house 
only rise or fall to the extent that they would rise or fall if 
no ground rent entered into their composition. It must be 
observed, however, that here, as in the case of other com- 
modities, we have in operation the general economic law, in 
virtue of which the difference between the prices of the higher 
and lower qualities of an article becomes greater when the 
price of that article falls, and less when it rises. 

§5 

How do Taxes levied on Houses and borne by the Owners 
affect House Rents? 

One of our reasons for discussing the last subject at some 
length was that the problems which it comprised were the same 
as those which we have now to solve, and that the solution will 
be almost precisely the same in this case. When an ad valorem 
tax on the gross rents of houses is levied on house owners, it 
operates in the same way as if a proportionate rise had taken 
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we know that the differences between the rents yielded by 
dwellings which are only dissimilar in respect of situation, 
are determined by the valuation of the advantages which a 
well-situated house confers in excess of those conferred by a 
house occupying a less favourable situation. The importance 
of the conclusion at which we arrived when we asked whether 
there was anything inevitable in the proportion existing 
between the rents of differently situated houses, again becomes 
apparent. Had we found the answer to that question to be 
in the affirmative, we should now have to conclude that in 
towns of the third group also, the occupants of the houses 
would have to bear the whole weight of any tax consisting of 
a fixed percentage on house rents. But as the answer was in 
the negative, we are in a position to prove that the tax will 
only be borne by the occupants of the houses in so far as it 
affects the house rent properly so called, and not the ground rent. 
We will give an illustration. A house fetches a rent of £200, 
of which £140 consists of ground rent. A house property 
tax of 10 per cent, is imposed. The rent will not be increased 
by £20, but only by 10 per cent, of £60, that is, by £6. The 
remainder of the tax, viz. £14, will be borne by the owner. 

The proof is merely a repetition of what was stated in 
the last section. There are two exactly similar houses. The 
one, situated at the outskirts of the town, fetches £60 per 
annum ; the other, situated in a fashionable neighbourhood, 
£200. It follows, therefore, that the advantages of hving in 
the fashionable neighbourhood are valued at £140. Suppose 
now that a tax is imposed, and that it is the intention of 
the owner of the houses to make the occupants pay the 
whole of it. In order to do so, he will have to raise the 
rent of the £60 house to £66 and that of the £200 
house to £220. There will then be a difference of £154 
between the rents, whereas £140 is the amount which people 
are willing to pay for living in the better locahty, and it 
is quite certain that the imposition of the tax will not have 
the effect of inducing them to pay more. The dearer of 
the two houses, therefore, can only rise from £200 to £206 
(£66 4- £140). But even then the greater part of the tax, 
viz. £14, falls upon the owner, and that sum of £14 is just 
10 per cent, of the ground rent. 
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But perhaps some one will remind us of the two objections 
which we ourselves suggested in the course of our inquiry into 
the effect of changes in the cost of building and the rate of 
interest. The reminder would only render our proof the easier, 
since it would enable us to see that the occupier’s share of the 
burden of the tax may even be over-estimated here. The 
difference in price between the higher and lower qualities of 
an article diminishes when a general rise occurs in its price ; 
this being so, the difference in the rents, viz., £140, instead of 
increasing to £154, will diminish somewhat, and the owner 
will have to bear even a larger share of the tax than we have 
been assuming. When the house rents of a town become 
lower, the flow of population to that town increases; if that 
be true, the effect is just the reverse when rents rise, and 
there is an additional reason for believing that the owner 
will bear a greater share of the tax than that deduced from 
our figures. We now see that, as regards the occupier, these 
figures show only the maximum share of the tax which he 
will have to bear. It is certain that the owner bears the 
tax in so far as it is reckoned on that part of the house rent 
which is made up of ground rent ; but it may be that he pays 
even more. 

This conclusion appears to us to be of importance for 
more than one reason. In the first place it emphasises the 
importance of the distinction between house rent and ground 
rent properly so called, and places the importance of that 
distinction in a new light. In the next place, it directs 
our attention to the fact that a tax upon the rents yielded 
by houses must, when those rents contain a considerable 
proportion of ground rent, be regarded primarily as a tax 
on the special income which the owners of houses in good 
localities derive from the circumstance that their houses are 
situated in those localities ; in these cases also, the effect of 
such a tax would be very imperfectly described by the expres- 
sion excise duty upon dwelling accommodation.” Lastly, 
owing to our having arrived at the conclusion referred to, we 
now know that for the occupiers it is only important that 
the tax imposed upon houses that have yet to be built be a 
low one, since it is only by the raising of the rents of those 
houses that a general rise in house rents is brought about. 
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It is immaterial to the occupiers whether, or to what extent, 
existing houses are taxed ; always provided the tax does not 
reach a figure such as, together with the cost of repairs, 
would equal, or very nearly equal, the whole of the rent paid 
for the house. Eanke, in his Zwdlf Bucher Preussischer 
Geschichte, relates how, in 1667, the Great Elector, in order 
to encourage the growth of towns in his dominion, greatly 
reduced the taxes on house property, which were very heavy, 
and imposed an excise duty instead ; the measure is stated to 
have produced favourable results, for, within two years, the 
number of houses in Berlin increased by 160. The Elector 
would have attained his object equally well had he left the 
taxes upon existing houses unchanged, and partly exempted . 
new houses. He would even have attained his object better 
in this way, since the excise duties which he imposed must 
have had the effect of checking to some extent the demand 
for houses. Or, again, he might have exempted new houses 
from the tax for a long series of years. 

Many such exemptions were allowed under Section 5 of 
the Dutch law of May 26th, 1870, relative to the Taxation of 
Eeal Property. In the case of house property built on waste 
and newly reclaimed land, a period of eighteen years was 
allowed to elapse before the tax was due ; in the case of 
buildings situated on land newly drained or enclosed within 
dykes, a period of thirteen years ; and in the case of houses on 
other kinds of land, six years. But under the law of July 20th, 
1884, these temporary exemptions* were withdrawn with certain 
exceptions. This was greatly to the advantage of the State 
Exchequer, but it was also to the advantage of the Munici- 
palities, these being allowed to add 40 per cent, to the house- 
property tax for their own benefit. The taxable incomes from 
such property amounted, in 1876, to £6,208,000, and in 
1884 to £7,085,000 ; so that in the course of eight years 
they had only increased by £877,000. In the course of the 
succeeding eight years there was an increase of £2,053,000, 
and this increase was largely due to the new law. But the 
law operated disadvantageously in places in the neighbour- 
hood of which there was land on which new buildings 
enjoyed exemption from the tax for eighteen years. Those 
whose interests are affected by a tax on house property 
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from the tax here came in as a palliative , ^ further 

to building which nothing can now give except 

'^^^t^rbr^derstood that these 

other object than to show the unfavourable side of a leg^ 

lative cLge, of which it would be impossible to ]ud^ 

adequately without fuUer investigation. 

§ 6 

How do Personal Taxes borne by Occupiers of Houses in 
tbeir capacity of Occupiers affect House Rents . 

Taxes are levied not only in respect of the ownership, but 
also^in respect of the use of buddings. We have ^ 

the “ Rates ” which are levied in England, and w ic , ^ 

“ ^ r “iiuSh r hr i:: 

Slcidatii which includes various 

rrr: r .r r;: r rSrTL- .. 

charged for the house, is a reason for allowing ^ ^ 

exerlse an induence upon the rents which houses 
NTn one denies that the excise duty on sugar to a certam 
extent induences the prices obtained by sugar “ ““j 

What difierence is there between the duty on “8“ ““ 
tVio tax which we are now considermg, as regards th 
to wtoh r both .Sect prices ! There is a drSermee m 
in the two taxes are levied ; 

unfair* rad of being shifted by the reltaer 
ofti L mLhautr by the memhaut on to the co« , 
we to be paid direct into the Exchequer by ““ WM. it 
^d in no way alter our opinion as to the efieet of the 
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sugar duty. We should then, just as we do now, hold the 
opinion that the duty in some measure moderates the demand 
for sugar, and that, as a result, the producer has to accept 
lower prices than he would otherwise be able to obtain. The 
consumer would be still more alive to the fact that he has 
to make a twofold payment, and just as he does now, so 
would he then, make a mental comparison between that two- 
fold payment and the amount of enjoyment which the use of 
the article was capable of yielding him. Whenever the result 
of the comparison was unfavourable, he would offer the pro- 
ducer a lower price — since no abatement can be made on the 
demands of the Exchequer — and if he could not obtain the 
article for the price which he offered, he would abstain from 
using, or would purchase a smaller quantity of it. 

It is in the manner here assumed that the use of build- 
ings is taxed in England and Holland. The whole of the 
tax is paid directly by the occupier or user ; the twofold price 
which the occupation or use of a house costs him, is paid by 
him in two parts : to the owner he pays rent, and to the 
revenue -collector rates or taxes. But the manner in which 
the tax operates is no more afiected by this than it was in 
the case which we have just assumed. The occupier adds the 
two items together. He knows quite well that if at any time 
he chose to be satisfied with a smaller house, he would efiect 
a twofold saving ; not only would he have less rent, but also 
lower rates and taxes to pay. The fact that these rates and 
taxes are not included in the sum which he has to pay as 
rent, but are paid separately by himself, constitutes a further 
reason for admitting that they operate in the same way as 
an excise duty. This, in our opinion, does not weaken, but 
rather strengthens their operation. 

It would be a mistake to regard the fact that a well-to-do 
man will not leave a house which he likes, merely in order to 
avoid having to pay a pound or two more in the way of taxes, 
as a refutation of this argument. We answered an objection 
similar to this when speaking of the connection between 
the rents charged for houses and the demand for dwelling 
accommodation. In doing so we showed what great diversity 
in means, tastes, and requirements may be found among people 
occupying houses of the same yearly rental. Here again we 
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may answer, that if the objection were valid, no import duty 
or excise duty would ever lower the price in bond of the 
article on which it was levied. There are always consumers 
with whom the taxation of an article does not count as a 
reason for using it more sparingly ; there will always be people 
who would, if required, pay much more than they actually 
have to pay for things offered to them. That they are not 
called upon to do so, is due to the plentiful supply of the 
article and to the competing buyers placing either a higher 
value upon the sacrifice entailed, or a lower value upon the 
enjoyment conferred, .by the purchase of the article. In this 
way they enjoy an advantage which Professor Makshalx* ^ calls 
consumer’s surplus or consumer’s rent. When we investigate 
the manner in which an excise or other duty operates, w-e 
must leave out of consideration those persons who enjoy this 
“surplus,” since it is not by their demand that the prices 
are regulated. But this is a point which we have already 
explained and upon which we need not dwell any further. 

It now only remains to point out that the truth of the 
theory stated above is confirmed by the experience of persons 
who let workmen’s dwellings in towns situated in close 
proximity to each other, but differing as regards the rules 
in force concerning the personal tax. Among the various 
classes of towns distinguished in the law^ concerning the so- 
called personal tax, Amsterdam ranks in the first, while the 
village Meuwer-Amstel, situated on the confines of Amsterdam, 
ranks in the fifth. The result is, that in Amsterdam a house 
of a weekly rent of 4s. 2d. enjoys exemption from the tax on 
one-third of the rent, while in Nieuwer-Amstel such a house 
is taxed on the fall rent, and that in the former place 
a weekly rent of 3s. 4d. is altogether exempt, while in the 
latter it is taxed on the full amount. The annual reports of 
a Building Society of Amsterdam s show how seriously this 
affected their operations in respect to the letting of certain 
dweUings which they had built upon land lying close to the 


1 Principles of Economics (fourth edition), Part I. pp. 199-208. 

2 This refers to the law in operation when the above was written. It has 
since been amended. — A» A. W. 

3 Verslagen der U Amsterdam geveatigde Woning-Maatscliappij. See Report 
of March 5th, 1894. 


CHAE. Ill 


THE RENT OF HOUSES 


169 


metropolis but coming within the district of Nieuwer-Am^tel. 
The Society had to accept low rents for these houses. 

How far do the effects produced by the introduction of 
taxes of this kind extend ? Are the effects temporary or are 
they permanent ? Do the rents obtainable for houses fall by a 
sum equal to the whole, or by a sum equal to a part only of the 
tax ^ We shall endeavour to answer each of these questions 
separately, as before, for each of our four groups of localities 
beginning with the first group, that is to say, with _ places m 
which there is plenty of building land on all sides. We 
shall assume that the tax which has been mtroduced amoimts 
to 25 per cent, of the house rent, and that it is not mtended 
to replace some other tax, but that the whole of it is to non- 
stitute an addition to State or local revenues. If it replaces 
another tax, the effect produced is twofold, since no general 
tax is without effect upon house rents. We will return to this 

Isitcx on 

In localities of the first group, the net rent derivable from 
every newly built house must, as we have seen, be such as to 
constitute a normal rate of interest, and, owing to the growth 
of the population, more houses are constantly being require . 
These are sufficient groimds for concluding that, in so far as the 
tax exercised any influence upon house rents m such lo^ahtie® 
the influence would be of a temporary character. Thmgs 
would probably come about in the followmg . 

first rents would fall and bmldmg enterprise would s acten 

in consequence. But gradually 

would restore rents to their former level, and building oper 
tions would again be engaged in, but not upon the sa 
scale as before. Bor the flow of people to ^^ese locto 
would diminish owing to the increase m the cost of duelling 
accommodation, so that their population would 
rapidly than before, unless the new-comers-or some of these 
and sLe of the people already settled in the place-were to 
content themselves with smaUer dwellings, in which case the 
influx of population would not diminish. Under the operation 
of causes which increase the cost of dwelling 
people sometimes, as we know, grow less exactmg m their 
requirements in the matter of dwelhng accommo^ a 

^In localities of the second group, where bmldmg yields 
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advantage, owing to there being little demand for dwelling 
accommodation, there will be still less demand after the tax has 
been introduced. The number of persons desirous of occupying 
houses in those localities will, perhaps, not diminish ; in fact, 
their number is not likely to diminish if the percentage rate of 
the tax be uniform all over the country. But they will offer 
lower rents, and there is no reason for doubting that their 
offers will be lower by just so much as is necessary to leave 
the cost of dwelling accommodation unchanged. Previously 
there had been equilibrium between demand and supply ; this 
equilibrium was destroyed by the 25 per cent. tax. Con- 
sequently the rents charged for houses must be reduced to 
four -fifths of their former amounts in order to restore the 
equilibrium. Eents charged for houses have this in common 
with prices charged for goods, that their amounts are deter- 
mined not alone by the number of persons competing as 
purchasers, but by the amounts which those people are 
prepared to pay. If, owing to some general catastrophe, all 
incomes in a town were to be reduced by half, there would 
not necessarily be any decrease in the number of persons 
requiring house room in the town, but most of those persons 
would offer lower rents. The same result may be expected to 
follow from the tax. 

For reasons similar to those here stated, the tax will, in 
like manner, be shifted on to the house owners in towns of the 
fourth group, where no opportunities are afforded for build- 
ing. In a former section w^e likened to towns of this kind 
certain neighbourhoods in large cities, such as the part of 
London known as The City.’’ The amazingly high rents 
which are paid in that part of London and which make 
building land there particularly valuable (yearly rents of 
thirty shillings to two pounds per square foot are not un- 
common) ^ would be even higher if no rates had to be paid. 
In this case, too, we think we are justified in saying that the 
tax has the effect of lowering house rents by the full amount 
of the sum which it represents. For, the sums offered in the 
form of rent and rates combined show us what sacrifices people 
are prepared to make for the use of offices, shops, and similar 
premises in the City, and at what figure equilibrium is there 
^ W. H, Dawson, The Unearned Increment (London, 1890), p. 0. 
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brought about between supply and demand Were the 
rates to be abolished, owners would be able to get higher 
rents-in so far, that is, as the rates^ were borne by the 
occupiers and not by the owners— and they would be able to 
get just so much more rent as the occupiers now pay in the 

^^TufXt would be the effect of the tax in towns of the 
third group ? Two houses are situated m different neighbour- 
hoods, and for that reason alone f ^,^0 

them, situated in a fashionable neighbourhood fetches £200 
per annum ; the other, situated at the point where no ^d 
lent is charged, fetches £60 per annum The Merence 
betleen the two amounts is £140. After the tax has been 
introduced, £250 per annum will have to be paid for ® 
of the first and £76 per annum for the use ^ 
these houses, and the difference between the rents 
to £176 It is obvious that an anomaly has now arisen 
which must in some way be got rid of; and as we cannot 
conceive of its being removed by a nse in the ren o 
cheaper house, the only way in 

thS: L'fenU st:dl?£200' a^d So respectively, there was 

toe to be paid fot the use of the houses, lueluding the 
Z equilibtL must be desttoM B ^ io 

befor,^oug. these — tZ' “Z ofthe 

hX irop to £160 and that of 

£48. This will in each case represent a fall equal to the t 

^Therf tllTbe notHng to add to this if 

themselves meantime no change had 

^^^‘rr'-e'of the de^ud foe hou»s thst 
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i. t« s.,, « £200 WhTS. 

Utility ” of tlie two classes of liouses p ^t ^ J 

been said tad ° tCt the houses were situated in 

fox no other reason than ^ nothing to prevent onr 

different neighbourhoods.^ u respect of all kinds of houses 
applying it to all houses ; fo , , thinss which would 

r « would 

no longer be stable > rent and taxes 

-i-jsrto*:, 

’'^Things shape X^^Llment for 

keeps on increasing- nrovided previously by the 

creasing tte “-mV « W te o house 

fact that a rent of £60 p ^ 3 ^ too 

situated at the “ operations will be suspended, the 

low for that purpose. Building p constantly increasing 

.upply wiU »»>“■«» 2 St £48 oZ to L to. will, 
demand, and house winr^ for £60 a year. But the 

a while, he “frr^^Xuot go »P heyoud 

houses which ongmaUy value between the 

£m.. so long, that in situation remain, 

two houses arising out oi th etion of the tax has, 

ex^itly at £U0 per ^^^ef^ent loss, uls., those 

therefore, caused some hous _ composed of ground rent, 
owners whose house rents are partty c p^ ^ ; 

hTs:- "n 

Srpo^on i" whiel corii.^ of ground rent, is home 

« Vfr“ ::i:^'^rthrett s 

which we arrived^as^iesu^® was to be expected that it 
taxes on house rent? It is a gam 

would he the same. «Tound If the Exchequer 

which accrues to the owner of the ^md 

apimopriates a percentage of this by means p ^ 
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owner will try in vain to indemnify himself. If the Exchequer 
takes a step further and also taxes the person who pays the 
sum constituting the owner’s gain, in proportion to the s^ 
so paid, the owner cannot expect this sum to remain what 
it was before; for if the Exchequer had told the occupier 
that in future he must himself pay the tax-collector a portion 
of the ground rent, this would be quite the same. But if 
the occupiers were to try to get relieved, at the owners 
expense, of the payment of the tax on the other portion of the 
rent— that is, on the house rent strictly so called— they would 
j&nd that the building of new houses would cease. If this fact 
caused them no inconvenience, they would succeed in gettmg 
relieved of this portion of the tax as well ; but if the stoppage 
of the supply of new houses caused them inconvenience, they 
would have to resign themselves to the payment of tMs part ot 
the tax, otherwise the supply of such houses would fall short ot 

the demand. , 

The loss sustained in ground rent may even amount to 
somewhat more than we have here been assummg. We 
have already observed that, under the influence of causes 
which render dweUing accommodation dearer, people some- 
times become less exacting in their choice of a house. a 
result of this, things may shape themselves as follows. After 

the drop in house rents has caused a suspensmn of buy- 
ing operations, rents wiU go up once more ; but before they 
have risen to such an extent that houses situated m neigh- 
bourhoods where land is still avaflable wiU fetch same 
rents as they did before the faU took place, a demand ^1 
arise for a smaUer or less convement tjpe of house, ms 
demand is satisfied, and the result is that a 
posed on the further rise of rents; ]UBt as a lower li 
imposed on the rise in the price of an article^ which has 
become scarce, if a substitute for the article existe and it 
there be a ready sale for that substitute. We cannot be q^te 
sure, indeed, that things will happen m this way. Rents ha 
increased remarkably in Berlin, and yet the census returns 
afford no evidence of any noteworthy declme m the housing 
conditions of the people. The pro^rtion of the 
Berlin housed in dwellings of different sizes m 1867 and 
1885 respectively was as follows 
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Per Cent. Per Cent. 


0.9 u-o» 

In dwellings having no fireplace ■ ■ 

consisting of 1 room • ^ 28-60 

2 rooms • -^0° „ 

» » ” o . 12-8 

„ .. ” 1 ” . 6-0 5-52 

„ ^ ” 7.4 7-14 

;; "'I : or morn 3-2 2-47 

and tten the rents revert to the figure 

on the enter ^ faU whfie in the better 

at which they stood before to taU 

neighbourhoods rents will remam ^ tax 

old level than would the occupiers of houses, 

based upon the rente, and , Jent ai hast as 

"y o„ caWatio^, ..t it -y react 

upon them to a still ^""^Sj^ations which we must not 

There arj directed towarda 

omit to make kere. ^ exclusively based upon, and 

ascertaining the ^^^t We know, however, from 

strictly proportionate to, assessment, the 

experience, that there may ^^tance with the law 

application of n.^^g^;iation ; we also know that 

aS with the rules for i s aefective. For 

valuations of house ^ho /being taxed may. 

these and other to reckon accurately in advance 

not always be “ ^ to the Exchequer ; he may 

how much he will nave V • These and similar 

only be able to form a occasionally facilitate, 

causes sometimes hamp > ^ wbicb we are bere en- 

the operation of the ^„p„ed to the disteh- 

deavouring to trace. Th y p operation 

rthfSoS = 

“ tlrw to dl not ertactly ho. much 


— * — i 1 a “ room.” Fuller details 

Tt wMck ™ pcMi>“ 1“ " '*“• 


CHAP. Ill 


THE BENT OE HOUSES 


165 


he will have to pay is liable to over-estimate the amomit. If 
it be known that the manner of valuing house rents difiers 
as between an old and a new part of a town, pubhc opmion, 
which frequently bases its judgment on a few st^^ 
examples, may over-estimate the difference. Neverthele^, 

rZ“ie ited tut . to of tu kind too rforred to 

doe. not opeiate upon house tents mth the 

precision of a weU-made steam-engme, and, above aU that 

operation requires time, often a long time, to manifest _ 

^ Further we would recaU what has been said once before, 
viz., that such a tax may be introduced in order 
another tax, and then the change exercises a double J^Aiience 
one tending to depress and the other to raise house rente. 
Which of these influences will preponderate 
nature and amount of the tax which has been ahohshed i thu 
it may happen that one class of house rente will rise and the 
other feU. For example, the abolition of a heay excise du y 
on food stuffs, coupled with the introduction of a house taj 
would have a favourable effect upon cheaper ^ 

the new tax would weigh much less heavily 
upon the working classes, though not 

Stsses so that the dearer rents would tend to fall. 
Such rents wiU also fall when the house tax replaces an 
But e,eu though touy 

flnancial effect from the change, owmg ^ ^ ^ 

taxes for which they are Hable have neither been lightened 
"uS hy ijth, tot tot the to is — 
with dwelling accommodation, of which it was previously 
totpeS. ®win h.y. an unfavourable eSeet upon hou» 

rents. 

Up to to present we have beta, toenssing to ^.ctj 
which follow to introduction of a to upon 
Wdings. Let US briefly consider to nature of to eftoto 
wtoh should be ascribed to partial exemption from such 

In order to discover what to effect woldd 
only\ ask ourselves who ^.Id^ ‘‘“.^—tircra 

';S:r :5b=“orstoett « need, no proof tot, in 
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(ha coarse of a few years, the rents paid for houses m ttie part 
of the town where this immunity was being enjoyed, would have 
^ by an amount equal to the whole of the tan, and that 

^would be the ownms “<1 rXrmi^r 

The conclusion is the same if we mqme »*» *' 
of an exemption determined, not y e a 
houses, but by the purpose for which ‘^ey ”« J” ^ 

Tf for example, the exemption were to apply to shop^ tn 
rents obtainable for this class of premises would rise after a 
S. td the amount by which they - w»dd co^spond 
exactly to the amount of the tax from which they had been 

^""^K^lny one should doubt this, let him just consider how 
keenly sLpkeepers compete not only among themselves but 
also with outsiders, in order to acqmre bmldings or P“ ^ 
of buildings considered to be suitable for carrying ^ 

business. There are very many streets where, 
lower parts of the houses, nothmg has been able to with 
stand Lis competition, and where the whole of the popu a- 
lives upstairs. This condition of things exists in places 

there shop-premises are taxed, although the 
act as a LLk. What then would happen if this check were 
LmoL^ The competition for every eligible space would 
become even keener than it is at present. Rent is not all that 
a shopkeeper has to pay for the use of the premises in which 
he caLies on his business ; the Exchequer also inakes claims 
upon him To exempt the shopkeepers from these claims, 
whUe maintaining them in respect to the comm^ity m 
general, could have no other efiect than to increase the ren s 

°^^AgaLst this it might be urged that the gain arising faom 
the elemption need not necessarily be 

rent but may disappear in some other way. Might not the 
eSLption resMt in the starting of more shops, and might not 
SeL shops attract customers by selling at lower Prices ? In 
that case the measure would have the ^ 

many at any rate it would cause a general reduction in the 
S’ of goods sold in shops. To this we would answer 
Lat in Lny neighbourhoods there is no more room 
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for new shops. There are other neighbourhoods, it is true, 
where many more shops might be ' built ; but they are not 
the kind of localities which shopkeepers would regard as 
eligible for their purpose, and exemption from taxation would 
go a very little way towards inducing a person to open a shop 
in a locality which he would not otherwise have chosen for 
that purpose. Moreover, in those parts of a town where shops 
are scarce, the classes of goods sold are usually limited to 
articles of everyday use. It is probable, too, that owners of 
premises would use the exemption from the tax as an excuse 
for asking higher rents as soon as the expiration of existing 
leases afiorded them a chance of doing so, and it would be 
difficult to show any reason why they should not succeed in 
their aim. 

It might also be urged that many shopkeepers are the 
owners of the premises in which they carry on their business. 
In that case, surely, the exemption brings them an advantage 
of which nothing can ever deprive them ! Undoubtedly ; but 
it is in their capacity of owners, and not of shopkeepers, that 
they gain this advantage, nor would any one to whom they 
or their heirs might sell the premises enjoy the same advantage, 
since the selling prices would then be higher by an amount 
equal to the capitalised sum of the tax. Partial exemptions 
cause the rents obtainable for the houses to which they 
apply to go up, and therefore, in the long-run, benefit the 
owners only, and not the occupiers. If any ground rent enters 
into the composition of the house rent — and where the tax 
represents a large sum this will in most cases be so — ^then 
that ground rent will be increased. This increase would 
manifest itself in the higher price which the site would fetch 
supposing that it were to become vacant in consequence of the 
house being pulled down. 
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unsatisfactory manner in which the people are housed, especi- 
ally in large cities, is claiming increased attention from day 
to day. From the figures given in the first section of the 
present chapter it appeared that, in 1883, quite one-half 
of the dwellings in Amsterdam were such that their rents 
could not be assessed for the tax at more than about 35. id, per 
week, and it appears from the Table on p. 164 that some 44 
per cent, of the people of Berlin were housed in dwellings 
possessing only one room provided with a fireplace. There 
would be no difficulty in adducing much more evidence of 
an equally depressing nature.^ Favourable exceptions to the 
rule are not wanting, it is true ; but, on the whole, the 
working classes in large towns are housed in a way which 
cannot but be regarded as most inadequate for a large 
proportion of workmen’s families. The evils which follow 
from such conditions are various. Overcrowded dwellings 
breed immorality, unclean and insanitary houses are centres 
for the spread of infectious diseases. The housing question ” 
is rightly regarded nowadays as an important part of the 
social question, and earnest endeavours are being made to 
solve it. But how is it to be solved, and what is the chief 
cause of the disease which we desire to cure ? 

According to some — and their opinion is very widely held 
— -the sole reason why workmen’s families are badly housed 
is, that good houses are dear. We always find that well-to-do 
people live in commodious and healthy dwellings, and the first 
thing a man does when he obtains a considerable increase of 
income and sets about spending it, generally is to look out for 
a better house. Nothing affords a better indication of a family’s 
means than the kind of house in which they live. There 
appears, therefore, to be every reason for assuming that the 
housing question is a money question. From this it would 

^ There is a most copious literature on this subject. Amongst the most 
noteworthy works of recent times are the following : Die Wohn%ngsnoth der 
drmeren Klassen in deuUchen Orossstadten und Vorschldge zu deren AhhUlfe ; 
Gutachten und Berichte herausgegeben im Auftrage des Vereins fUr jSozialpoliiih 
Leipsic, 1886. M. T. Beyxolbs, The Housing of the Poor in American Cities 
(vok viii. of the Publications of the American Economic Association), Dr. J. 
Beetili^ox, Essai de statistique comparie du surpeuplement des habitations a 
Paris et dans les grandes capitales europeennes, Paris, 1895. Dr, J. Lehk, 
under Wohnungsfrage in the Handworierbuch der Btaatswissenschaften, Part VI. 
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follow that there are two ways in which its solution should be 
attempted, viz., increasing incomes or reducing the rents of 
good dwellings. No single measure would suffice to efiect the 
first of these objects, but the second might be attained by a 
single measure. There is nothing to prevent the State or other 
public authorities from encouraging the erection of good and 
cheap dwellings, even though it should be necessary to devote 
public money to the purpose ; there is good reason, apparently, 
to think that workpeople, who would then be in a position 
to choose between good and bad dwellings, would select the 
former. 


We cannot agree with these opinions. The housing 
question is not so much a question of means as a question of 
standard of living. A respectable and tidy working-class 
family may be compelled to take a defective dwelling, but after 
a while the whole aspect of the place will have changed ; 
nothing unsightly will meet our gaze when we enter it. On 
the other hand, let a rough and untidy family occupy the very 
best dwelling, and before long the place will have lost much 
of its attractiveness. Moreover, the best dwelling will deterio- 
rate through being overcrowded. In his Essai de statistique 
comparee du surpeuplement des habitations^ Beetillon gives a 
chart showing the percentage of overcrowded dwellings in the 
different arrondissements of Paris. His figures relate to the 
years 1886--1890 ; we give them below in conjunction with 
figures showing the mean birth-rate in 1888, and taken from 
the Annuaire statistique de la ville de Paris for that year 


A rrondissements. 

VIII., IX. . . . 

1., II 

111., VL, VII., X., XVL, XVII. 

IV., V. . . . . 

XI. , XII., XVIII. . 

XV., XIX. 

XII. , XIV., XX. . 


Percentage of 
Overcrowded 
Dwellings 
(1886-90). 
12-7 to 154 


15-5 

18*2 

20-9 

23-6 

26-3 

29-0 


18-1 

20*8 

23-5 

26*2 

28*9 

32*0 


Mean Birth-rate 
per 10,000 Inhabitants 
in the Groups of Arron- 
dissements (1888 ). 
147 to 200*7 
236*3 


188*9 

197*4 

240*6 

277*1 

281*3 

288*9 


263*7 

247*9 

297*7 

311*5 

323*1 


We do not mean it to be deduced from the above table that 
the high birth-rate figures, by themselves, account for the over- 
crowding ; families in which large numbers of children are 
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born are not always tbe largest. But a Hgh. birth-rate, as we 
know, indicates a low standard of living, and, regarded in this 
light, the table is a very interesting one. 

But those whose arguments we are now disputing overlook 
other matters as well. Good dwellings are dear, they say. 
Our answer is, that they are only dear in places where earnings 
are comparatively high. The high prices charged for dwellings 
in such localities are due to the opportunities afforded there 
for earning larger sums than elsewhere : it is with a view of 
taking advantage of these opportunities that large numbers have 
flocked thither. Adequate means of subsistence are no longer 
to be found for the increasing population in the country or in 
small towns. A part of the people make their way to those 
places where, owing to a combination of favourable causes, the 
demand for labour has increased and the standard of wages 
gone up. Presently the places begin to teem with people, 
and a “housing question’’ in the real sense of the expression 
arises. Will it be possible to solve it by supplying better 
and larger houses at lower prices ? We will suppose the 
most favourable case conceivable, viz., that such a number of 
good dwellings are built and offered at such low rents that in 
a short time all those who were badly housed before have 
settled in them. What will the owners of the houses which 
these people have left then do ? Rather than allow their 
houses to stand empty they will offer them at low rents. This 
may not prove an inducement to the old tenants to return, 
but it will certainly attract people from neighbouring towns, 
and nothing will have been gained. Before long the same 
difficulty will again have arisen, and if it be solved in the 
same way it will shortly reappear once more. In fact, things 
will have become worse, since the number of persons seeking 
employment in the local labour market will have increased. 

So long as the standard of living remains low, and popula- 
tion continues to increase rapidly, no improvement of housing 
conditions can be expected to result from such measures as 
those here suggested. But if the standard of living were raised, 
and the rate of increase of population were to slacken consider- 
ably, measures of this kind would no longer be necessary, and 
the housing question would solve itself. For its fundamental 
causes are these : in some grades of society, people are content 
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witk a class of dwelling accommodation at wMch. those of a 
higher social scale would simply shudder. They marry and 
settle down in a mean lodging, fully aware that the lodging 
will be still more cramped as soon as children begin to arrive. 
The excessive birth-rate aggravates the evil, and child mortality 
does not in all cases prove a sufficient corrective for it. The 
one misery palliates the other, no doubt, but the result in the 
end is distressing. 

Here, for the first time, but not for the last, the question 
of the standard of living presents itself to us as the real root 
of a problem. If we shut our eyes to it when it is . so, we 
are apt to adopt wrong or inadequate means for overcoming 
the difficulties which confront us, and may even aggravate 
the trouble. But in no single problem is it more evident 
than in this, that the conditions which it is sought to 
improve have been brought about by a low standard of living, 
coupled with a too rapid growth of population. And yet this 
fact is but seldom admitted and proclaimed. Can we wonder 
then that the reading of literature dealing with the question 
of the housing of the people so frequently leaves an unsatis- 
factory impression upon us 1 Any one who can discern the 
causes of the evil will at once perceive the only course to be 
adopted in order to combat it vigorously. That course consists 
in the State or other public authority either compulsorily buying 
up or condemning such house properties as may for any reason 
be unfit or unsuitable for habitation ; furthermore, in the 
framing of stringent rules for the construction of new dwell- 
ings ; and, in so far as it may be possible, in the fixing of a 
limit to the number of persons whom it shall be lawful to 
house in a given cubic space. 

Does this imply that the authorities should at the same 
time provide good dwellings, so that those who have been 
deprived of the possibility of living in one place may be 
able to find house room elsewhere at a rent correspond- 
ing to their means ? This practical question may be left 
to be determined according to local circumstances. In 1866 
the Municipality of Glasgow acquired the ownership of some 
86| acres of ground in the heart of the city; they pulled 
down the large numbers of houses that stood upon it, laid out 
new streets, sold the building sites to the highest bidders, and 
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left the erection of dwellings to private enterprise, at any 
rate at first.^ Other systems have been put in practice 
elsewhere. Eeference has already been made (p. 139) to the 
action of the Metropolitan Board of Works in London in 1879. 
Those who purchased the ground (some 42 acres) from the 
Board had to undertake to erect workmen’s dwellings upon it. 
Yet another plan was put in operation in Amsterdam some 
years back. In 1874 it appeared, from a report issued by the 
Sanitary Commission, that the condition of inhabited cellar 
dwellings was most unsatisfactory.^ It was found that 20,644 
persons, or 7-48 per cent, of the population, were living in such 
dwellings. The cellars numbered 4,985, and of these 1,315 
were unfit for habitation owing to excessive damp, and 2,336 
owing to other reasons. Compulsory buying-out of the owners 
was out of the question in this case, as in most of the houses 
the cellars alone were defective. The only course possible was 
to condemn them as unfit for habitation. In order to prepare 
the way for adopting this course the Municipality promoted the 
formation of a limited company, to whom they agreed to grant 
loans to the amount of £150,000 at 4| per cent, per annum 
(since reduced to 3| per cent.), such loans to be granted as they 
were needed. The Company was to be furnished with land free 
of charge, but had to apply the whole of its profits to the 
repayment of the loans, and after these had been paid off to 
make over the land and all the houses that had been built on 
it to the Municipality. The shareholders of the company had 
to subscribe for the formation of a capital to serve as a security 
for its liabilities, and to remain invested in 2| per cent, stocks 
of the National Debt. 

No difiS-Culties arose in the carrying out of this scheme. 
It entailed no sacrifice on the Municipality beyond supplying 

^ After the failure of the City of Glasgow Bank (1878), when it became 
difficult to dispose of any more of the vacant sites, the Municipality themselves 
erected a number of buildings, viz., seven model lodging-houses, in which 
lodgings were provided at 3d. to 4Jd. per night, and three blocks of dwellings 
consisting of eight three-roomed, fifty-eight two-roomed, and sixty single- 
roomed dwellings. The lodging-houses cost £86,000, and the dwellings 
£100,000. Information upon the whole matter will be found in M. T. Eeynolds’ 
The Housing of the Poor, etc., p. 47, See also the essay by W. Smart, entitled 
“ The Municipal Work and Finance of Glasgow,’’ in the Economic Journal of 
1895, pp. 40-42. 

2 Oemeenteblad van Amsterdam (1874), Part I. Supplement No. 8. 
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the land free of charge, nor upon the shareholders of the com- 
pany beyond making themselves responsible for the capital 
invested in Government stock. This cost them nothing, as 
the interest on the stock was paid in full the whole time. 
It was an instance of co-operation between philanthropic 
capitalists and the Town Administration, entaihng upon the 
former a certain risk without any prospect of gain, and upon 
the latter the loss of a certain amount of interest, with the 
prospect, however, of being amply recompensed for the loss 
later on. 

It would be upon doctrinaire grounds alone that any one 
could absolutely condemn such a scheme as this, or in fact 
any action taken by public authorities with the object of pro- 
viding for a want which they themselves had created by their 
measures in regard to insanitary house property. But will such 
action on the part of public authorities be necessary in most 
cases ? Its object would be to prevent scarcity of dwellings or 
increase of house rents ; but what reasons are there for expect- 
ing either of these eventualities? We rely upon the law of 
supply and demand for providing all necessaries, with a few 
exceptions. Why should we not be able to rely upon the 
same law in the matter of dwelling accommodation, an invest- 
ment which capitalists do not shun, if we may judge by the 
number of houses that are constantly being built wherever 
any advantage is to be got from building ? If only the 
occupiers of the condemned dwellings receive timely notice, 
builders will see to it that new buildings are ready for 
them by the time they are wanted. But it may be said 
that there is not always suitable land available for buildings. 
There is seldom any lack of such land on the outskirts of a 
town, and the overcrowded condition of the centre makes it 
desirable that houses should be built on the outskirts. The 
local authority might, if necessary, exercise some liberality in 
laying out the streets so as to induce many to settle there 
whose business did not oblige them to look out for a dwelling 
in the central parts of the town, where room would thus be 
made for others. What was done in Amsterdam was quite 
harmless ; but when, after many years, we consider the 
matter, we have reason to ask ourselves whether it was 
necessary, and whether the same end could not have been 
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attained equally well by simply condemning the insanitary 
dwellings. 

Still, the circumstances may be such as to leave it 
uncertain that the demand for dwellings will be met by 
activity on the part of builders, and then recourse to such 
a scheme as the one just described is justifiable. Schemes, 
whereby the State or Municipality lends money at a low rate 
of interest to Societies of good standing for the building 
of workmen’s dwellings, are not to be condemned uncon- 
ditionally ; they are only to be condemned when unaccompanied 
by the introduction of stringent regulations as to bad and 
overcrowded dwellings. 

What has just been said as regards the State or Munici- 
pality may also serve for guidance as to the course to be pursued 
in private schemes for improving the housing conditions of the 
working classes. Within the last forty or fifty years Societies 
have been organised in various places with the object of build- 
ing good and cheap dwellings. Perhaps the most useful 
work done by these Societies has been to make people better 
acquainted with the requirements of workmen’s dwellings. 
The dwellings built by these Societies have served as models 
for private builders, and taught many workpeople the value of a 
comfortable lodging.^ The careful supervision exercised by the 
Societies’ officers has also been beneficial, more especially when 
carried out by persons of tact and refinement, who were able to 
utilise their house-to-house visits as opportunities for promoting 
the moral welfare of the occupants. But if philanthropists are 
to achieve the fullest measure of success possible for them in the 
field of work now under consideration, they must not confine 
themselves to the building of workmen’s dwellings ; they must 
see that these are substituted for insanitary dwellings. The 
governing boards of such Societies as we have been referring 
to must use their influence towards procuring the removal 
of an insanitary house for every good house which they have 
built. They might also try to collect the capital needed to 
buy up and repair houses which, while not bad enough to be 
condemned as unfit for habitation, leave much to be desired. 
If we want to conquer the evil of bad housing conditions, 

^ Miss OcTAViA Hill’s Labours in London must recur to every one’s mind 
in this connection. 
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we must do so by direct means. This fact has not been 
sufficiently kept in view, and hence it is that, notwithstanding 
all that has been done with the object of improving those 
conditions, so little progress has been made in that direction. 

It ought to be our object to render defective dwelling 
accommodation no longer obtainable. It is likely enough 
that, if this ideal were attained, there would no longer be 
any rents so low as those which many families now pay for 
their housing accommodation ; but this would not be alto- 
gether a bad thing. The result would be that workmen 
would marry later in life than they do at present, their 
families would be smaller, in fact their standard of living 
would be raised. As we inquire more deeply into the causes 
of pauperism, we shall find further reason to be convinced 
that the low standard of morality and civilisation lies at 
the root not only of the housing question, but of all social 
questions in general. 



CHAPTEE IV 


INTEEBST ON CAPITAL 

§ 1 

Property, Capital, and Stock for Consumption 

Feequent allusion was made in the last chapter to interest 
on capital. We must now make a careful examination of 
this important form of income, and in order to do so we must 
first of all see what is meant by capital. 

This word, as used in everyday language, includes 
property of all kinds, private as well as public. An 
entry in one of the Books of the National Debt confers 
upon the person to whom it relates the right to draw 
a certain sum every half - year from the moneys paid by 
tax-payers into the State Treasury. As this right is secured 
beyond all reasonable doubt by the credit of the State, the 
certificate of such an entry possesses a market value, and 
in everyday parlance is called capital. We have only to 
reflect a little, however, in order to see that capital ” of this 
sort differs entirely in character from a tool or from the trad- 
ing stock of a shopkeeper. If the Dutch Government were 
to suspend payment, a loss would be suffered J)y the holders 
of the stock, but not by the people of Holland, for their 
taxes would be lessened by exactly the amount now required 
for the payment of the interest on the National Debt. On the 
contrary, when a factory or a closely packed warehouse is 
burnt down, mankind suffers a real loss, even though the 
owner of the establishment may have been fully indemnified 
by an insurance company. An occurrence of this sort does 

176 



CHAP. IV 


INTEREST ON CAPITAL 


177 


not cause one person an injury to the advantage of others, 
it does not merely nullify a legal right, or a claim to he paid 
a certain income at fixed intervals, — ^it destroys a product 
of human labour. We would point out that only the last- 
named kind of property is capital in the scientific sense, and 
in doing so we greatly limit the sense in which the word 
is generally used. 

A second and scarcely less important limitation is, that 
we exclude land. Land and capital appear to be nearly 
related, inasmuch as both yield an income. But the laws 
governing the income 3?ielded by land differ from those which 
govern interest on capital, and this of itself, apart from other 
reasons, is a sufficient ground for treating land and capital as 
distinct things. This does not apply in the case of income 
derived from house property, as we have already seen. The 
actual house rent, that is to say, the house rent as distinct 
from any ground rent that may enter into its composition, 
depends to a great extent upon the rate of interest on 
capital. 

In one respect, however, we must adhere to terms used in 
everyday language. Some writers regard intelligence and 
skill as capital, “ immaieriallLcapit^^^^^ Their object in doing 
this is to combat the notion that mankind would suffer a loss 
if many persons were to devote part of their possessions 
to the acquisition of useful knowledge. But there is no need 

for employing inaccurate terms in order to combat this error. 

The income derived from capital is interest, that derived from 
labour is wages. How can anything but confusion of ideas 
result from applying the word capital to the intellectual 
requisites for superior kinds of labour ? The word capital 
should only be applied to material products. 

The first of these limitations is the most important, 
inasmuch as it points to the necessity of making a distinction 
which should not be overlooked. If aU the items of property 
which consist of claims and nothing else were to be added up, 
we should find that they amount to a very large sum, but in 
many cases the capital, out of the transfer of which the claims 
arose, has long since been used up. If, from the hundreds 
of millions of money representing National and Municipal 
indebtedness, we deduct the value of State and Municipal 
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property, a considerable sum still remains, and this sum is 
secured by no assets of any kind. The bonds which represent 
it are regarded by their owners as part of their property, and 
rightly so ; but it is impossible for mankind as a whole to 
reckon them as property. By accurately defining capital we 
are enabled to see that mankind is poorer than it appears 
to- be, and we shall presently see that this is the only way in 
which we can arrive at correct views concerning the creation 
of capital. Certain causes give rise to the existence of 
property, but not of capital ; nevertheless, they are regarded 
as causes of the accumulation of capital. 

But is our definition complete ? If so, then every material 
product might be called capital, which, however, is not the 
case. We have to distinguish between capital and stock for 
consumption ; by the latter we mean those goods which the 
individual intends for his own consumption or enjoyment, or 

for that of his family. If*. society were organised on a 

communistic basis, stock for consumption would include every- 
thing. that was- not an instrument of production, such as a 
machine, for example, and the word capital would only be 
applicable to instruments of production. As it is, however, 
the word capital is used in a wider sense, for a distinction is 
made between goods which mankind, as a whole, destines for 
its consumption, and those set apart by the individual for a 
similar purpose. The shopkeeper is fully alive to the import- 
ance of this distinction in respect to the goods which he has 
in stock, and to the danger he would incur if he neglected to 
observe it. All material products are either capital dr stock 
for consumption, and all such goods may belong to either of 
these groups in turn. An article may be converted from 
capital into stock for consumption, apd again from stock for 
consumption into capital. This contention — which we shall 
presently explain fully — will be more readily accepted when 
it has been observed that the expression stock for consump- 
tion; as used scientifically, also includes things which are 

intended to „ be exchanged for suclLjStoQk. Nor does it matter, 

from an economic point of view, whether it be the things 
themselves or the things for which they are exchanged that 
are destined for consumption ; in either case a certain value 
will be destroyed. It will be seen, therefore, that stock for 
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than that of simplifying production, or procuring us things 
which would otherwise be quite beyond our reach ? Capital 
of this kind is said to fixed ^ and the word has been well 
chosen. The fixity does not lie in any material properties 
inherent to the goods, but in their status, to use this word in 
the sense in which it was used above. They remain in this 
status ; the moment when they cease to belong to the capital 
group is the moment when they became unfit for their work 
or are no longer needed for it. Fixed capital may be 
converted into stock for consumption, but it then ceases to 
fulfil the purpose for which it was destined; the goods of 
which it consists will then have lost their best qualities 
and may even have become almost valueless. 

Circulating capital, when examined from our present 
standpoint, is fouutid to possess, almost wholly, attributes 
the .reverse of those just described. The moment at which 
circulating capital becomes permanently converted into stock 
for consumption is not — as in the case of fixed capital 
— delayed until it has become almost useless j on the con- 
trary, the conversion takes place at the very moment when 
the capital has acquired its utmost value. In this case the 
conversion is not more or less accidental ; it was intended 
from the first. Corn, sugar, coffee, cotton are produced for 
no other purpose than that of ultimately forming a part 

of that stock ; if there were no such thing as exchange, 
and if every individual or group of individuals were .to 
produce what they themselves required and no more, then 
these goods would never be anything else but stock for 
consumption ; at least they would never remain in the 

possession of any one for purposes of production. For 

things which belong to the category of fixed capital, the 

normal status is that of capital ; it is the status for which 
they are best fitted in virtue of their natural qualities. 
As regards things which belong to the category of cir- 
culating capital, their_normal status is either uncertain (as 
when they are capable of being used for different purposes), 
or they have no normal status (as is the case with money, 
which is only serviceable because it is continually changing 
hands; and which, in changing hands, is likely, though not 
certain, to change its status) ; or finally, when they do rank 
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as capital, they only do so temporarily, as is the case with all 
goods intended for consumption. 

There is great difference, too, in the means which owners 
of fixed and circulating capital have to adopt respectively in 
order to preserve the value of their property. The owner of 
fixed capital effects this purpose in one of two ways. In the 
first place, he may adopt the method known as “ writing off.’' 
Every manufacturer knows that, however careful he may be 
to provide for the maintenance of his buildings and machinery, 
a portion of their value is destroyed each year by wear and 
tear. He knows from experience how much per annum, on 
an average, this loss amounts to; he therefore regularly 
writes off " from his fixed capital a certain sum ; that is, he 
regards the profits yielded by his business as having been 
less by such a sum. As the amount which we consume does 
not, as a rule, exceed our income, it generally follows that 
when we assess our income at a lower figure, we consume less. 
Speaking generally, ‘‘ writing off ” may be said to consist 
in adding to capital a quantity of goods corresponding in 
value to the depreciation of the property in respect to which 


the writing off took place. 

The second plan usually adopted by the owner of fixed 



capital in order to secure his property against depreciation 
consists in maintenance and repair. The effect is similar to 
that of the first plan. The maintenance and repairs must be 
paid for, unless they be undertaken by the owner himself ; in 
other words, the capitalist has to set aside a certain portion 
of his income to pay the wages of labour expended for the 
advantage of his property. He must therefore refrain from 
the use of such a portion of his income. It follows then 
that restriction of consumption by an amount corresponding to 
the depreciation and cost of maintenance is the means of 
which the owner of fixed capital avails himself in order to 
preserve his property from the effects of wear and tear. 

The owner of circulating capital pursues a totally different 
course, that is, in so far as such capital be not equally in 
need of maintenance. At a given moment he parts absolutely 
with his property ; it is converted into stock for consumption 
and then ceases to be capital.^ W he adopt 

in order to avoid being a loser by this conversion ? He must 
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demand an equivalent, and this equivalent must supply the 
place of the goods with which he has parted* What takes 
place, under ordinary circumstances, is this : a person has 
received a certain sum in the shape of interest, rent or 
wages, which he makes up his mind to spend. From that 
moment the sum forms part of his stock for consumption, 
according to the meaning which we have given to that expres- 
sion. He exchanges the sum for a certain quantity of goods in 
the possession of a shopkeeper, and forming part of that shop- 
keeper’s capital., The shopkeeper’s capital is now reduced by 
the value of the goods, but increased by the value of what he 
has received from the purchaser in exchange for them. The 
shopkeeper now possesses than he did before, but 

the aggregate value of his possessions is not less than it 
was; he has not become poorer; his capital remains un- 
diminished. 

The anxiety of capitalists to keep their wealth unimpaired 
greatly helps to restrict consumption, sufficiently to prevent 
the limits of production being overstepped even for a short 
time; or it may be said to stimulate production to the 
extent necessary to enable it to keep pace with consumption. 
We will explain this by an hypothesis. Suppose that all 
commercial supplies were placed under the supervision of 
Government officials, who had strict orders not to part with 
any of them except in exchange for goods of equal or greater 
value ; furthermore, that all buildings and ships, all machinery 
and plant, all warehouses and stores, were inspected every 
year by the Government, and that the owners were obliged to 
prove that they had capitalised a quantity of goods during 
the year having a value at least equal to that which the 
buMings, ships, plant, etc., had lost through wear and tear 
during the same period. If all this were enjoined by law, 
and if such a law could be enforced, supplies would continue 
to be consumed and ships and machinery to be affected by 
wear and tear, but everything that was consumed or worn out 
would be replaced ; production would at least be sure to keep 
pace with consumption. The distinction which every capitalist 
is accustomed to make between his capital and his income, 
between what he must not and what he may consume in the 
year without becoming poorer, renders such a law as we have 
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assumed unnecessary in the great majority of cases. The 
duties which, in our hypothesis, we assigned to the Govern- 
ment ofiicials are discharged voluntarily by the capitalist, the 
only difference being that the return made for goods supplied 
is not always immediate, but in many cases deferred, owing to 
the credit system. Every entrepreneur expects to get at 
least an equivalent for the things which he supplies to others. 
It is only by means of production that this expectation can 
be realised. Thus production is carried on to an extent at 
least sufficient to enable it to keep pace with consumption ; 
and if this cannot be done, consumption must adapt itself to 
the limits of production. 

. But this arrangement, however admirably it may work on 
the whole, does not always work satisfactorily in particular 
cases. There is one case in which it does not work at all, and 
that is when something is offered to the capitalist, possessing 
all the attributes of capital for him as an individual, but not 
for mankind in general, for which therefore he is willing to 
exchange his capital. We are referring now to the case — only 
too frequent a one, unfortunately — where a Government con- 
tracts a loan to cover a deficit in its ordinary expenditure or to 
defray the cost of a war. In such a case capital is destroyed ; 
for no equivalent is obtained to supply the place of the goods 
(soldiers’ rations and outfit, war material, etc.) which have 
been converted into stock for consumption. But the capitalist 
himself does not perceive this. It causes him no concern 
that the bonds which he receives are only deeds conferring 
upon him a right to a share of the income of others, and 
that a certain amount of capital formerly owned by himself 
has been destroyed : the bonds may not be capital, but he 
can exchange them for capital any day. Here, then, we 
have a case where our arrangement works unsatisfactorily. 
Individual self-interest fails here to operate in the right 
direction. It fails to prevent the loss, in this way, of the 
fruits of years of thrift, and the consequent infliction upon 
mankind of an injury, the gravity of which cannot be 
properly estimated until we come to consider the causes 
which tend to produce a general fall of wages. 

It is most important that we should clearly understand 
how it is that capital is destroyed in such a case as this. 
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It is sometimes asked, whether the raising of a Government 
loan to cover ordinary expenditure really causes capital to 
be lost, since the coins received by the Government remain 
in existence, — even remain in the country. This objection 
has no weight whatever. Let the goods paid for by the 
Government with the proceeds of the loan be called G, and 
the sum borrowed B. Before the Government acquired posses- 
sion of the goods, there were two capitals, G and B. But the 
capitalists who possessed G, now own B ; the former owners 
of B have nothing but bonds ; therefore, the capital repre- 
sented by G has been lost. All capital converted into stock 
for consumption is lost, if the person receiving it fails to give 
in return an equivalent obtained by means of production. A 
manufacturer pays wages to his operatives and takes those 
wages out of his capital. A Government pays its troops and 
takes the necessary money out of the proceeds of a loan 
which it has contracted. So far there is no difference. But 
observe the remaining circumstances. The manufacturer 
received an equivalent from the operatives, but the Govern- 
ment received no equivalent, in the economic sense, from its 
troops. 

§3 

The Creation of Capital 

Let us now inquire into the way in which capital is 
created. In doing so we have to aim more especially at being 
able to distinguish between jea and apparent creation of 
capital. Whenever a sum is withdrawn from capital and 
transferred to stock for consumption, an equal sum in the 
shape of new products should be refunded to capital by the 
person for whom that stock for consumption is intended. This 
does not always take place ; sometimes capital gives, but 
receives nothing in return ; in such cases a certain amount of 
capital is destroyed. But it sometimes happens, too, that 
capital receives new products without having to give anything 
in exchange for them ; then we have an instance of the 
creation of capital. A very simple illustration may serve to 
explain this. When a shopkeeper takes some of his trading 
stock for his own use without putting into his till a sum 
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corresponding to the value of the stock withdrawn, we have 
an instance of capital being destroyed. But when he puts 
money, which has been obtained by means of labour, into his 
till, without taking its equivalent in goods for his own use, 
we have an instance of the creation of capital. 

A labourer receives wages and spends a portion of them 
in the purchase of tools. A merchant realises a profit and 
puts it into his business. An agriculturist has a good corn- 
crop and employs a portion of the money which it brings 
him in increasing his live stock. A cotton-spinner prospers 
in his business, and takes advantage of his prosperity in order 
to enlarge his factory or to clear ofi a debt with which it is 
burdened. All these are instances of capital being created. 
We can employ our income in either of two ways ; or, to ex- 
press it otherwise, there are two ways in which we can employ 
the goods which we have produced or helped to produce, or 
the things which we have received in return for these services : 
we can either use them for our immediate enjoyment or we 
can convert them into interest-yielding property. If we adopt 
the latter course we create capital. The creation of capital 
consists in withholding products from stock for consumption. 
We might call this saving if the word did not to a certain 
extent convey the idea of practising frugality, of confining 
consumption within narrow limits. Capital does frequently 
originate in this way as a matter of fact. But in a large 
number of cases it originates in superfluity of means; then 
income exceeds consumption, not because the latter is small, 
but because the former is large. In so far, however, as 
saving ’’ is synonymous with “ leaving unconsumed,’’ capital 
may be said to be always and exclusively the result of 
saving. 

There is nothing mysterious in all this, but the creation 
of capital is usually attended with certain circumstances to 
which there is a danger of attaching undue importance. 

As the division of labour is very general, it seldom 
happens that the things of which a person’s income is com- 
posed are also the goods in which he is most disposed to 
invest his capital. An agriculturist produces corn ; but corn 
constitutes the capital of the corn-dealer, and to some extent 
that of the miller. A cotton-spinner produces yarn ; but 
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yarn forms part of the capital of the weaver ; the spinner , 
tries to dispose of it as quickly as possible. A labourer 
receives his wages in money ; but the persons for whose busi- 
ness the possession of money is most necessary are not to be 
found among the labouring class. A person who wishes to 
save a portion of his income will, as a rule, be desirous of 
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exchanging the things of which that portion of his income 
consists for other things. The same applies— as we have 
already had occasion to show — to that part of his income 
which he intends to use as stock for consumption ; these goods 
also, as a rule, are not of the kind needed by the person who 
produced them or received them as wages for the assistance he 
rendered in producing them. Whether the things of which an 
income is composed be intended for use as capital or as stock 
for consumption, they will in most cases be exchanged first of 
all for other things. But this exchange does not in any way 
affect the aggregate value of the objects with which capital is 
increased or stock for consumption replenished ; it therefore 
alters nothing either in the conditions requisite for the creation 
of capital or in the manner in which capital is created ; it only 
causes the economic status of certain objects to undergo a 
change. The corn which was capital becomes stock for con- 
sumption ; the portion of his cotton yarn which the spinner 
exchanged for goods intended for his own consumption becomes 
capital once more in the hands of others. 

This is the first of the points on which we desired that 
attention should be fixed. The second is allied to it. 

Very many incomes are received in the shape of money 
or of paper conferring a claim to money. Others are received 
in the form of goods, but these goods are mostly sold for 
money. Owing to this we frequently — but not always, or 
even in most cases — ^find capital of recent creation taking the 
form of money, and this is, no doubt, one of the reasons why 
the word gives rise in many people's minds to the 

idea of accumulating money. We must, however, carefully 
distinguish between growth of capital and increase of the 
supply of money. Eecently created capital may at first 
be permitted by its owner to take the shape of money, 
but we cannot be sure that it will retain that shape. On 
the contrary, if our capitalist has no need for a constant 
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^keeping up of kis supply of ready cash, it may be predicted 
that before long his capital will have assumed a totally 
different form. If he be a cattle-breeder, it will presently 
consist of cattle ; if he be a manufacturer, it will not be long 
before it has been converted into machinery or raw materials. 
The total value of metallic money owned by Holland has been 
estimated at some £17,000,000. What a small part this is 
of the capital existing in Holland! Growth of capital may 
indeed be accompanied by increase in the supply of money; 
but whenever this is the case, it is generally due to the fact 
that the increased prosperity, which the newly created capital 
has helped to bring about, has caused sales and purchases to 
become more frequent, and thus given rise to a demand for 
more money. 

In civilised countries, where people are not in the habit 
of burying their treasure, money plays a very insignificant 
part in the process of creating capital. In the creation of 
most of the capital, as well as in most of the sales and 
purchases effected in such countries, money performs no 
other service than ' that of a measurer of value. And in 
so far as it does more than this, in so far as new capital 
takes the shape of money, we may be quite sure that the 
coins employed in this way perform the same work several 
times over. This work may be compared to that of a loco- 
motive at a shunting station. The same locomotive may be 
seen constantly passing and repassing on its way to move 
another set of carriages to their destination. Similarly, the 
very same coins may be brought to the savings bank, now by 
one person and again by another ; for, as soon as the savings 
bank has received the coins, it exchanges them for other 
things, and so the money is speedily enabled to pass through 
the same process once more. . 

When growth of capital is coincident with a considerable 
development in banking, the supply of money actually de- 
creases. An increase in the quantity of gold and silver, 
therefore, is not among the signs by which we are enabled 
to see whether the capital of a country is increasing or not. 
The signs are of another kind altogether. If we find that 
merchants and shopkeepers are becoming more and more 
disposed to . give credit, that live stock is increasing, that 
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extensive schemes for improving the land are being carried, 
out, that factories and other buildings are being erected, that 
the machines and implements used in industry and agriculture 
are getting more costly and more numerous, that railways are 
being built, that shipping enterprises are multiplying (if the 
nation under observation be a seafaring one), lastly, if we find 
that trade with foreign countries is becoming niore and more 
independent of foreign help, that credit is being given where 
it was formerly sought — ^if all these things, or even a part of 
them, be found to be true of a country, we may conclude that 
the capital of that coimtry is increasing. 

It would be needless to enlarge further upon this topic, 
were it not that the doctrine here set forth as to the origin of 
capital has been emphatically denied, and that the ideas 
which have prompted its denial are adopted by many. 
We are now thinking of what Ferdinand Lassalle has 
said concerning the creation of capital. In a controversial 
essay directed against Schulze-Delitzsch, the father of German 
co-operation, Lassalle endeavours to prove, among other pro- 
positions of a paradoxical nature, that capital is not always, 
or indeed more especially, created by producing more than is 
consumed or by consuming less than is produced. His con- 
tention is, that capital has its origin in Conjuncture more 
frequently than in anything else, and he shows by a number 
of examples what he means us to understand by this word, 
which he has borrowed from German commercial phraseology. 
I purchase a piece of land for £1,000, and in ten years its 
value has doubled owing to the increased demand for agri- 
cultural produce; I get £2,000 for it. Even though I may 
have consumed articles to the value of £200 in excess of my 
income for the ten years, I am, nevertheless, richer by £800 
at the end of that time. Where has this new capital of £800 
come from ? It has not resulted from any industry or thrift 
on my part, but from the operation of various social causes — 
horn Conjuncture. 

Another example. A person takes shares for £1,000 in 
a railway which pays a good dividend, so that before long the 
stock is quoted in the market at 75 per cent, above par. If 
our capitalist now sells out he gets £1,760 for the £1,000 
which he spent ; another proof that capital does not originate 
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in thrift and labour, but in a concui^ence of circumstance- 
in 

This reasoning has met with a certain amount of acceptance. 
According to some, it proves convincingly that the old theory 
of the creation of capital, if not requiring to be completely 
revised, should at least be considerably modified. We are 
unable, however, to see anything in Lassalle’s argument but 
one of the many proofs of the feverish haste with which he 
wrote his book.^ In the cases mentioned by him, no capital 
whatever is created ; there is simply an alteration in the ratio 
of exchange between certain sorts of property, the~ property 
of certain individuals becomes exchangeable for a larger 
amount of capital. 

The first of the cases referred to by Lassalle reminds 
us of the illustration made use of by Eioardo in explain- 
ing the origin of rent. A people settles in a new country ,* 
it begins by cultivating land, which yields, say, thirty bushels 
of wheat to the acre. But the population increases, and before 
long, recourse has to be had to less fertile land, yielding twenty- 
five bushels to the acre. The thirty-bushel land now fetches 
a rent of five bushels, or, supposing wheat to be worth 2^. a 
bushel, a rent of 10^. per acre. But land capable of yielding 
rent has a market value, the amount of which depends upon 
the rate of interest. If that rate be 4 per cent, the market 
value in the present case will be 10^. X = £12 : 10^. ; if 
the rate of interest be 3 per cent., the market value will be 
one-third more, or £16 : 13s. id. If the persons who own the 
best quality land now care to sell, they can get £12 : lO^. or 
£16 : 13^. id, per acre for it. But are we to conclude from this 
that new capital has been created ? The sole conclusion to 
be drawn is, that prime land has become scarce, that the pro- 
portion in which the owners of such land share in the national 
income is now a much more favourable one for them than it 
was before, and that consequently their property has acquired 
a value in exchange which it did not possess before. 

To what strange conclusions should we not be led if we 

^ Herr Bastiat-Schulze von Deliizsch, der Oelconomische Julian, oder Kapital 
und Arbeit, Beiliny 1SQ4:, 

2 Of. Lassalle’s own words in Franz MehrinG, Die Deutsche JSocialdemo- 
^tird edition (Bremen, 1879), 
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were to admit Lassallb’s contention ! Surely, when we say 
that capital has been created, we imply that mankind has 
become richer. But in the case which has been assumed, we 
should have to admit that it would have been to the dis- 
advantage of the population of the newly inhabited country if 
the second-quality land had produced twenty-seven or twenty- 
eight bushels to the acre instead of twenty-five ; or if the rate 
of interest had been 12 or 15 per cent, instead of 3 or 4 per 
cent. 1 

It could be shown in the same way that no capital was 
created by the rise in the value of the railway shares. Why 
is it that a railway enterprise is sometimes worth more than 
the capital that has been invested in it ? Is it the rails or 
waggons or locomotives that have increased in value ? Not 
at all ; but the owners of the railway have a virtual or a 
legal monopoly. The terms of the concession may provide 
that no other fine shall be constructed in the neighbourhood ; 
or there may be difficulty in getting the necessary powers for 
acquiring any more land in the vicinity ; or it may be found 
that there would be no advantage in trying to do so, as the 
profits would be inadequate if shared by two companies. 
But does creation of capital take place when the right to carry 
on a particular kind of business, a business which can only 
be carried on by certain persons, is sold by those persons at a 
profit? If this were so, the State could create as much 
capital as it liked ; in order to do so, it would only have to 
grant a number of monopoKes 1 Suppose the State had 
reserved to itself the right to reduce the railway rates accord- 
ing to its discretion, and had exercised this right in such a 
manner as to prevent the shares from going up, no capital 
would then have been created according to Lassalle. Neither 
would any have been created if the rate of interest had kept 
pace with the rise that took place in the railway dividends from 
the time that the shares stood at par, as this also would have 
kept the shares from going up ! Thus we see how defective 
this theory of Lassalle’s is. If his views were correct, crea- 
tion of capital would take place whenever the building land 
about a town became dearer owing to the population of the 
town increasing, or whenever wells became more valuable in 
consequence of a long drought. We avoid the danger of 
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falling into these and similar errors by steadfastly declining 
to believe that capital has been created unless we can con- 
vince ourselves that goods destined for the purpose of pro- 
duction have either increased in quantity or have acquired 
attributes which render them more useful. 

§ 4 

The Credit Market 

As a first step towards acquiring a correct knowledge of 
the origin of interest, we now propose to examine capital 
regarded as the subject-matter of credit transactions. Interest, 
in the strict sense of the word, is the income obtained by 
advancing capital, and to advance capital is to give credit. 
But the act of giving credit is frequently performed in such 
a manner that its character, and above all its subject-matter, 
cannot be discerned without some effort. 

The simplest and most usual way of advancing capital— 
if we except the letting of houses — consists in selling on credit. 
A merchant who sells cotton to a spinner and is satisfied with 
the promise of payment in three months, or a wholesale dealer 
who supplies goods on terms which allow payment to be 
deferred till the end of the year, furnishes the person pur- 
chasing on these terms with capital for a certain time. A 
credit sale is a transaction of a composite character ; it is not 
an ordinary sale, but a sale involving a credit operation. 
And in this operation, interest is reckoned, the interest being 
concealed in the price. It may safely be said that the profits 
made by wholesale dealers consist almost entirely of interest 
on capital advanced, but they always have the appearance of 
differences in price. 

If capital were never advanced in any other way, it would 
be impossible for any misconception ever to arise with reference 
to credit. It would be clear to every one that the subject-matter 
of credit was capital, consisting of goods of every conceivable 
kind, and it would never occur to any one to regard the 
giving of credit and the advancing of money as synonymous 
expressions. Nevertheless, it may assist the student not a 
little towards a correct knowledge of this subject to have 
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some prominence given to the fact that the form of credit 
which we have just been describing is the most common of 
all, and that most of the interest obtained by advancing 
capital is paid in the manner indicated. To convince our- 
selves of this, we have only to observe the way in which 
international trade is conducted. A merchant in London 
supplies goods to a merchant in Amsterdam, and draws a two- 
months bill on him for the amount. But does he draw the 
bill for a sum corresponding to the cash price of the goods 
and no more ? Of course not. The amount for which he 
draws exceeds that price by a sum which represents the 
interest. And even though the London merchant should 
draw no bill, owing to the fact that he expects a remittance, 
he will still reckon the interest. In short, a number of credit 
operations are conducted every day both between persons 
residing in different countries and also between persons re- 
siding in the same country, which, owing to the fact that 
they are involved in transactions of purchase and sale, do not 
appear in the light of credit operations. Nevertheless they 
are credit operations, and in number they far exceed all other 
operations of this kind. 

But this most simple and most usual way of advancing 
capital is not always feasible. Many goods are always sold 
for cash as a matter of trade custom, and many sellers are 
averse to giving credit, for fear they should lose their capital. 
In circumstances like these, it is conceivable, too, that the 
seller should have no immediate use for his capital, and that 
the buyer should not have the means to give an immediate 
equivalent for it. As we have seen, special reasons, namely, 
those just mentioned, stand in the way of an ordinary credit 
sale being effected. But in that case both of the parties have 
a common interest. For the capitalist, who is unable to 
employ his capital,' it would be an advantage to be able to 
transfer it temporarily to another and to get interest for 
doing so ; for the person who wants to buy the goods, but 
cannot pay for them at once, it would be an advantage to get 
possession of the goods, and he is prepared to pay interest for 
them, because he knows that the possession of the capital 
would be worth that interest to him. An intermediary is there- 
fore required, who will bring these two persons together and 
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thtis remove the obstacle which impedes the advance of 
capital being made. 

We propose to make a close examination of the manner 
in which this difficulty is overcome ; for, fundamentally, the 
solution is effected in precisely the same way as that of all 
other difficulties of the same kind. We shall also have to 
deal now, for the first time, with what is called the ‘‘money 
market.” This market^a small branch of the credit market 
—must not be regarded as the place where all, or even most, 
of the capital which is temporarily available is advanced on 
credit ; but rather as the place where those measures for 
governing the transfer of capital on credit are devised, which 
special circumstances sometimes render necessary. 

And now as to the solution. The person who needs the 
capital applies to some one who possesses money, and he asks 
for a loan of this money, either on some kind of security, or 
on a simple note of hand. His request is granted and he 
pays cash for the goods. Thus he himself has been enabled 
to achieve the .object he had in view; he has for his 
creditor a person other than he would have had if he 
had bought the goods on credit, but this is immaterial to 
him. The seller of the goods has still to be suited, however ; 
he wanted to put out his capital at interest, and he could 
have effected his purpose by selling the goods on credit. He 
can still do so by offering to place out on loan the money 
which he has received for the goods; and if he adopts this 
course, the money recently withdrawn from the money market 
returns to that market within a few days, perhaps within 
a few hours. It may even happen that neither a coin nor a 
bank note has been used throughout the whole of the trans- 
actions. Suppose that both the buyer and the seller have 
accounts with the same deposit bank, that the former has 
applied to the bank for a loan, and that the bank has credited 
his current account with the sum which he required. In 
this way he is enabled to pay for the goods by means of an 
order on the bank, that is to say, a cheque. Should the 
seller of the goods pay this cheque into his own deposit 
account with the bank, the whole affair will thus have been 
disposed of by means of a few book entries, and things will 
really be in much the same condition as if the goods had been 
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sold on credit and the bank had guaranteed the capitalist 
against loss. 

If we examine the balance-sheet of a deposit bank, we 
always find on one side a statement of what the bank owes 
to various persons who have entrusted it with the care of 
“ money/’ as it is expressed ; on the other side we find a 
statement of what is owing to the bank by other persons to 
whom it has lent money/’ We may be quite sure that, in 
most cases, money has neither been received nor paid out, but 
that everything has been settled by means of book entries. 
A merchant has a quantity of cotton. He wants to sell it in 
order that he may secure the price, and he wants to sell it 
for cash in order that he may be secure against all risk ; but 
for the moment he is not in immediate need of the equivalent 
of his goods. A spinner wants to lay in a stock of cotton, 
but is unable to pay cash for it. The bank now acts as 
intermediary. The merchant becomes a creditor, just as he 
would if he had sold on credit ; but he becomes the creditor of 
the bank, not of the spinner. The latter becomes a debtor, just 
as he would if the cotton had been supplied to him on credit, 
but he becomes a debtor to the bank, not to the merchant. 

The total amount held on deposit and current-account by 
English joint-stock banks is estimated at some £500,000,000 
sterling, against which there stands another and not much 
smaller sum, consisting of advances to various persons. We 
may safely assume that a great part of both of these totals 
originated in operations of the kind just described. It is 
capital in various forms which, through the mediation of the 
banks, has passed out of the hands of those who possessed it 
into. the hands of those who were in need of it; and in the 
process of transfer, money has performed no other function 
than that of a measurer of value. 

It would cause endless confusion, but it would be useful 
as a means of putting an end to a number of misconceptions, 
if all persons now owing anything to the banks were obliged 
to pay their debts at once, on the understanding that the 
capital should be paid back in the form in which it happened 
to be at that very moment, and if all this capital were 
to be handed over in the same form to the people credited 
for any sum in the books of the banks. These creditors 
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would probably be greatly surprised. They would say to the 
banks, We supplied you with money and you give us back 
cattle, agricultuxal produce, manufactured goods, and imple- 
ments.” But the banks might with perfect truth reply, ‘"We 
never received any money whatever from you. You imported 
cotton, or grew wheat, or reared cattle; you transferred the 
cotton, or the wheat, or the cattle to other persons ; you did 
this through our agency. We credited you on each occasion 
in our books with a sum of money corresponding to the value 
of the capital which you transferred. You are now getting 
back what you gave, that is to say, all kinds of goods.” 

We have now seen one of the difficulties which may arise 
in connection with the transfer of capital on credit, and we 
have seen how that difficulty is solved. The smaller the 
extent to which credit sales obtain in a particular branch of 
commerce, or the shorter the periods for which credit is given 
for those sales, the greater will this difficulty be. That is 
why the buying and selling of stocks and shares causes so 
much movement on the money market. 

It is not customary to sell stocks and shares on credit. 
There is such a thing as a "" time bargain,” but the kind of 
sale to which this term applies is one in which the delivery 
of what has been sold is deferred until a stipulated day, not a 
sale involving deferred payment for what has already been 
delivered. Stock and share business is pre-eminently cash 
business. Consequently, the person who wants to buy stocks 
or shares, but has not the money wherewith to do so, always 
finds himself in circumstances like those in which occasion- 
ally the purchaser of goods finds himself. But it very often 
happens that the person who is seUing stocks or shares does 
not require their equivalent at once. What happens then ? 
Possibly the seller advances money to his own purchaser ; or 
to some one else’s, and his own purchaser borrows from a 
third party. In that case our man does not seU on credit, it 
is true, but he does what practically comes to the same thing. 
For he at once puts out at interest, it may be with the very 
speculator who gave it to him, the sum of money— if it be a 
sum of money and not some kmd of document establishing 
his claim to one — ^which he received in payment for the 
stocks or shares. Were it the custom to sell stocks and 
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shares, like goods, on a credit of three months or longer, all 
this trouble would be unnecessary. The borrowing and lend- 
ing of money would then be carried on to a much smaller 
extent than is now the case. 

There are still other difficulties that may arise in con- 
nection with the advancing of capital. Goods are sold on 
credit, but when payment falls due the purchaser would like 
to defer it for a little while longer, and the seller does 
not happen to want his capital just then. The simplest way 
of arranging this affair would be to extend the term of pay- 
ment. But no merchant who valued his reputation would 
ask for such an extension. A situation now arises very similar 
to the one which we analysed first, and it admits of a similar 
solution. Here again an intermediary is required, who will 
give credit to the buyer and accept credit from the seller, and 
thus bring the two parties together. 

But a third case is possible, and by examining it we shall 
become acquainted with another aspect of the money market. 

A person has sold a quantity of goods on credit and has 
accepted a promissory note for the amount. But before the 
note matures, he happens to want capital ; he may have 
purchased some things for which cash payment is usually 
required. Here, again, a very simple plan could be found 
for settling the matter ; the holder of the promissory note 
could use it to pay for the things he had purchased. Of 
course this mode of settlement could only be adopted in the 
event of the person who supplied the goods not happening 
to require capital at the time ; but this is quite conceiv- 
able, and we shall assume that it is the case. As a matter 
of fact, advances of capital are constantly being made on 
acceptances of third parties. A merchant supplies cotton 
to a spinner, the spinner pays for it with an acceptance 
which he has received from somebody whom he has sup- 
plied with yarn, and the indebtedness of the latter is now 
to the merchant and no longer to the spinner ; thus the 
whole matter is arranged without any recourse being had to 
the money market. But dealings of this sort are only 
possible between persons living in different countries, or at 
any rate in different towns. Those who send coffee to 
Germany, ironwares to America, or manufactured goods to 
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India, never receive payment in any other form than that of 
bills of exchange ; that is to say, promises of third parties to 
pay. But between persons living in the same town, payment 
is very seldom made in this way. When one merchant in 
London has supplied another merchant in the same city with 
goods, and the time for payment has arrived, he does not 
expect to receive promissory notes or bills of exchange ; he 
expects cash or something conferring a claim to cash. 

It will be seen wherein the difficulty consists. On one 
side there is the capitalist who, according to our hypothesis, 
is not in present need of his capital, and is only too pleased 
to lend it on good security, so that it may continue to yield 
him interest until such time as he may have occasion to use it 
himself ; on the other side there is a person wffio has an accept- 
ance and wants to get capital in exchange for it. It is obvious 
that the parties will come together, for here again there is 
ultimate community of interests. Perhaps the capitahst will 
himself discoimt the acceptance, in which case he at once 
receives his own money in payment for the goods ; it will be 
the same as if the exchange had after all been one in which 
the seller had taken a promissory note in payment for the 
goods. But a bank might also have acted the part of inter- 
mediary in the manner already indicated. 

What are all these cases which we have been considering ? 
They are examples of difficulties — chiefly due to trade customs 
• — which arise in connection with the advancing of capital ; 
all of them, however, are difficulties which can easily be sur- 
mounted. But why are they easily surmounted ? Because in 
every case capital was forthcoming and could be had on loan. 
The person who sold for ready money was not in immediate 
need of the equivalent of his goods ; in fact, he wanted to put 
it out at interest. The person whom it would have been 
inexpedient to ask for an extension might have granted it 
without suffering any inconvenience ; and the acceptance, 
which it was impossible to offer to the seller of certain goods, 
has been taken as an investment by that very seller or by a 
bank in which he had deposited his money. There has been 
no real difficulty in any of these cases, at least none that 
could not be overcome by the exercise of a little thought. 

We emphasise this in order to show what is meant by 
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the expressions scarcity and abundance as applied to the 
money market. What is meant is, that there is lack or 
abundance, not of money ^ but of opportunities for buying goods 
on credit ; that is to say, lack or abundance of capital in 
various forms. We can easily convince ourselves of this. 
Suppose the reason for requiring ready money or for refusing 
a promissory note in payment for goods sold, to lie, not in 
the causes which we have assumed, but in the fact that the 
seller wants to employ his capital ; he wants, for instance, to 
export goods to the same amount as those which he has sold, 
or to spend the proceeds of his sale in paying for labour 
employed in land improvements. Everything is now changed. 
The banks are again applied to for advances, but the deposits 
which, under other circumstances, would have enabled them to 
grant these applications are not forthcoming. The banks have 
therefore to draw upon their own resources. They are no 
longer the channels for enabling capital to pass from one 
person to another ; they have to meet a demand for capital, 
but they are not being furnished with means for enabling 
them to do so. No important effects result when such a 
thing happens upon a small scale ; but if the demand for 
capital is very brisk, if many people are needing capital in 
one form or another and only a few are able to supply it, the 
difficulty which arises is of a much more serious kind than 
any of those with which we have been dealing. For it has 
its origin, not in the fact that those who give and those who 
seek credit are unable to hit upon a plan for promoting their 
mutual interests, but in the fact that there is a demand for 
capital, and that it is impossible to meet that demand. 

Just one more remark, however, in order to prevent 
misconception. Money is required in order to carry on 
banking business. If a bank is being largely applied to for 
loans, but if, at the same time, it is receiving on deposit 
sums amounting in the aggregate to the loans required, 
it might be supposed that it was being furnished with 
sufficient means to enable it to satisfy all requirements. 
This is not so ; the bank must keep in reserve, and in the 
form of money, a part of the capital of which it acts as 
transfer agent. This money need not necessarily consist of 
gold and silver, it may consist of bank notes issued by a 
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central credit institution ; but every bank must have a certain 
cash reserve proportioned to the amount of its liabilities. 

This need for money is the cause of much business 
between the various banks. Sometimes one bank will have 
a very large supply, while another is short of money. The 
former then transfers to the latter a part of the contents of 
its strong-room, receiving unmatured bills in return. As a 
rule, dealings of this sort are efiected through the agency of 
a bill-broker and not directly between the banks. This 
business, which the banks carry on among themselves, has 
no effect on the aggregate demand for money, but we have 
thought it well just to allude to it. 

The aggregate demand of bankers for money is of greater 
importance. It does not fluctuate very much— indeed, its 
fluctuations are remarkably slight in ordinary times ; never- 
theless, circumstances may cause this demand to increase very 
much. For, the amount of money which a bank requires 
in order to be properly secured, is always more or less a 
matter of estimate, and we may be sure that at a time when 
events look threatening the amount deemed necessary will be 
larger than at other times. 

But the demand for money is liable to fluctuation in 
commerce as well as in the money market. No sooner does 
business revive, more especially in those branches of commerce 
where ready-money payment obtains, than the need for more 
money becomes manifest. And to whom are merchants more 
likely to apply in such cases than to the banks ? Thus, the 
latter occasionally find themselves face to face with a demand 
for money, which they never expected and which they do not 
always find it convenient to meet. 

These observations are meant, as we have already said, to 
prevent a misconception ; we mean the misconception that 
would arise from failure to recognise that a movement in the 
money market sometimes originates in the demand for money. 
In certain cases this demand is the sole cause producing a 
movement in the money market. We have described that 
market as the place where are devised those measures for 
governing the transfer of capital on credit which special circum- 
stances may render necessary. But a certain amount of money 
is needed in order to devise those measures, an amount standing 
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in no relation, it is true, to the capital that has changed 
hands, but yet liable, under certain circumstances, to increase 
to such an extent as to produce apprehension. Black Friday ’’ 
— the 11th of May 1866 — ^is a date that will ever be memor- 
able in the history of English banking. It was the day on 
which the great banking house of Overend, Gurney and Com- 
pany stopped payment, with liabilities amounting to something 
like £8,000,000 sterling. It was then that the movement, 
which had already previously begun in the English money 
market, reached its climax, since, to the usual demand for 
capital, there was now added a demand for money. From the 
moment when it became possible, owing to special measures 
taken by the Government, to satisfy the demand for money, 
the crisis was over. 

It is certainly a great mistake to regard every demand for 
capital as a demand for money. In most cases of what is called 
demand for money, the object which people have in view is, 
not to increase their stock of ready money, but simply to 
obtain for a very brief space the means to enable them to 
attain some other object : means which could, in most cases 
be dispensed with if trade customs permitted bills of exchange 
and promissory notes of third parties to be tendered as means 
of payment in local trade, and if they permitted merchants to 
ask for an extension of credit ; and if, moreover, all things 
were sold on credit. Still, money may in certain cases be just 
the kind of capital the intending borrower requires. In order 
to judge properly of movements in the money market, it will 
alwa 5 rs be necessary to endeavour to ascertain the real subject- 
matter of the demand for credit. This requires careful inves- 
tigation, as the subject-matter is frequently obscured. 

§5 

The Origin of Interest on Capital 

We now approach the real subject of the present chapter, 
namely, interest on capital. What does this expression mean ? 

Interest must not be confounded with rent. The word 
rent is always used with reference to fixed capital. The 
person who lets a thing, still remains the owner of it. As 
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soon as the lease expires, he recovers his right to dispose 
of the property in whatever way he may think fit. But 
the person who lends another a sum of money, or a certain 
quantity of wheat (as happens in some countries between 
landowners and tenants), does not expect the same coins 
or the same wheat to be restored to him ; he expects the 
very opposite, in fact. Interest is the income derived from 
advancing circulating capital, and that capital becomes the 
property of the person to whom it is advanced. The distinc- 
tion between rent and interest is important, not only from 
the jurist’s, but also from the economist’s point of view. The 
economic nature of interest becomes obscured when we regard 
it as rent. 

We never make an exchange when we lease a thing ; we j 
always do so when we advance capital. The exchange in-'' 
volved in the advancing of capital is of a very special kind, 
however ; it is an exchange of present against future things. 
If interest be stipulated, the future things will have to be 
more numerous than the present things. Interest on capital 
is a premium, on present, as against future things of equal 
value. This is not meant as an explanation of the origin 
of interest, but as an indication of the direction in which we 
must look for its origin. 

There are cases, it is true, where the borrower does not 
undertake to pay back the capital, but to pay a perpetual 
interest. It would be wrong to suppose that in such a case 
our definition would not hold good. Supposing the rate of 
perpetual interest to be 4 per cent., the lender will, after 
twenty -five years, have got back as much as he has ad- 
vanced, and will still be entitled to receive the same annual 
payment. Here, too, there has been an exchange of present 
against future things. The lender advances, say, £1,000, 
and in return he gets £40 multiplied by an indefinite 
number. 

Interest can always be obtained for capital ; exchanges 
such as we have described take place every day. There are 
always people who, for present money or goods, are prepared 
to promise a larger amount of future money or goods. The 
inference is obvious enough, but Von Bohm - Bawerk, the 
Austrian writer, was the first to state it in his well-known 
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book on Capital.^ The inference is this. If a preminm can 
be obtained on present as against future things, then present 
things must, on the whole, be more valuable than future things. 
To inquire into the origin of interest is an attempt to explain 
this difference of value. 

A manufacturer sells goods on three months’ credit and 
offers to deduct 1 per cent, from the price for ready-money 
payment. By the mere fact of his making such an offer to a 
man whose credit is good, he shows that he places greater 
value upon present, than upon future things. A railway 
company raises a 3 per cent, loan of £500,000 at 10 per cent, 
below par and undertakes to redeem £10,000 of the stock each 
year at par. In this way the company obtains £450,000, 
but has to pay back, besides £50,000 in excess of that sum, 
interest amounting to £15,000 in the first year, £14,700 in 
the second, and so on, till in the fiftieth year there is still 
some interest (£300) to pay. Surely an unprofitable arrange- 
ment for this company, if Von Bohm-Bawerk’s proposition 
could not be applied to it. A house can be let for a rent of 
£140 per annum ; the taxes and cost of repairs amount to 
£40 per annum, so that the net rent yielded by the house is 
£100. How profitable it would be to build such a house as 
this, if future money possessed the same value as present 
money in the estimation of the owner of house property ! 
The house would fetch, on sale, £100 multiplied by a figure 
corresponding to the number of years for which it could be 
expected to yield a net rental of £100. 

The proposition which we have enunciated is little else 
than an application of the truth that every market price which 
is not purely speculative indicates a value, in which it has 
its origin. It would be impossible to conceive of any reason 
why a premium should always be put upon present as compared 
with future goods or money, were it not that the former are 
esteemed more valuable than the latter. If both afforded the 
same amount of enjoyment — or, to employ once more the 
well-known technical expression, if the marginal utility of 
both were the same — then it would be for future goods alone 
that any demand would exist, and the premium would soon 
disappear. And as a matter of fact it does sometimes almost 


^ Positive Theorie des Kapitales (Innsbruck, 1889), p. 248. 


CHAP. IV 


INTEREST ON CAPITAL 


203 


disappear in a certain branck of the credit market which we 
shall make the subject of special inquiry later on. Whenever 
a large number of capitalists are unable, for the time, to find a 
means of employing the whole or part of their circulating 
capital, the rate of interest for short loans falls to a very low 
figure. 

It may cause surprise that some people should have dis- 
puted Von Bohm-Bawerk’s proposition. All they have been 
able to do in this respect has been to point to a number of 
cases in which future goods are chosen in preference to present 
goods. It must be admitted at once that these cases are not 
of rare occurrence. We like to provide ourselves each day with 
the articles of food required for use on that day or the next ; 
most of these articles would be in a very unsatisfactory con- 
dition by the time we wanted to use them if they reached us 
sooner. We like to provide ourselves with new clothing at 
the proper time, but always according to the needs of the 
moment. Even in the case of goods that are not liable to 
perish or to go out of fashion, we prefer that our supply should 
not reach us too soon : who would care to have delivered to 
him now all the fuel, wine, or water that he was likely 
to use during the remainder of his life ? Money admits 
of being lent and can therefore never be unwelcome ; if 
this were not so, we should be equally averse to receiving 
money before we required it for use, as few houses have places 
where it could be stored with absolute safety. Our wishes 
and wants must be satisfied at the right moment. This maj/ 
have the result that, at a given moment, we prefer present to 
future things, but the reverse is also possible, and frequently 
the case. 

But what does this reasoning prove? The number of 
persons who use tobacco is certainly far below the number 
of those who do not ; nevertheless, tobacco has value. Corn 
growers do not buy corn, in fact they take it to market : yet 
corn yields money. An article may have value, even though 
the demand for it be confined to a portion of mankind, even 
though another portion of mankind be glad to dispose of it. 
In the same way, goods or gold may be worth more in the 
present than in the future, even though many should prefer 
them in the future. Everything depends upon the urgency 
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and extent of the demand in either direction, and in our case 
there is no uncertainty as to the side on which the demand 
is more urgent. If the number of people offering to supply, 
were to be equal to the number desiring to obtain, present 
in exchange for future things, and if supply and demand 
were equally extensive and equally pressing, it would be 
impossible for interest to emerge. The premium which present 
capital obtains when it is exchanged for future capital, proves 
incontestably that the former is scarce in relation to the latter. 

It will be useful to pause here for a moment in order to 
point out an error into which certain socialists have fallen. 
Some writers, who have sacrificed accuracy to clearness, have 
wrongly represented interest as being the natural produce of 
capital, in the same way as apples are the produce of the 
apple-tree, or eggs the produce of fowl. This view of interest 
is fostered by the use of such an expression as begetting 
interest.’’ We have only to reflect for a moment in order to 
see that the income out of which interest on capital is paid 
is always obtained by means of labour. A sum of money, a 
stock of raw material, even a machine, produces nothing of 
itself. It is the labour, not the capital, that is productive ; 
the labour for which the money is paid, and which converts 
the raw materials into manufactured articles or works the 
machine. The socialists were right in pointing this out, but 
they sometimes combined incorrect views with their criticism. 

If, said they, all wealth be produced by labour, then 
labour alone has a claim to the wealth produced. Interest is 
an unjust tax levied by the capitalist. He owes his power of 
levying this tax to the organisation of society, which concedes 
to him the direction of production and the ownership of the 
instriunents of production, thus enabling him to dictate terms 
to the labourer. But the tax, though permitted, is none the 
less unjust. Capital fer se produces nothing and has there- 
fore no right to receive anything. 

In testing the soundness of this argument we have to 
distinguish between what the labourer gives and what he 
receives. He tills the soil — for a crop that has yet to grow. 
He works as a bricklayer — on a house that will not be 
finished for some months. He spins yarn — ^to serve as raw 
material for the weaver. Even if he be engaged in finishing 
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goods of every-day use, these goods have still to be packed 
and sent off — sometimes to distant countries — so as to reach 
the shopkeepers, who have to sort them and deliver them to 
the actual consumers. In short, he supplies, or helps to supply, 
goods which will not fulfil the purpose for which they are 
destined till some future time. On the other hand, what he 
receives in return for his services consists entirely of finished 
products. It is a serious mistake to regard these two different 
kinds of things as being equal in value. It is also a mistake 
not to regard the exceedingly important work performed by 
the entrepreneur as labour ; but we let that pass in order to 
lay the whole stress upon the error of treating future goods 
as equal in value to present goods. 

A co-operative society for production is formed. Its 
members are perfectly fitted for their work. They muster 
such a number of trades between them that they can even 
build the premises and make the machinery required by the 
society. But they have no capital. Therefore they apply to 
some one willing to lend it them, and get him to do so on 
terms with which they are quite satisfied. A fixed sum is 
lent them, with which they are to build the factory ; they 
are also promised a succession of annual loans by way of 
advance upon the products, it being stipulated that these 
are always to be delivered to the lender as soon as they 
are finished. The first sum must be repaid out of the 
profits ; the other advances are periodically recovered by the 
lender out of the proceeds of the sale of the products. He 
charges interest on his capital. And this interest, we are 
told, is an unjust tax, an appropriating of what belongs to 
the labourer! There is no more injustice in it than there 
is in the additional price charged by the merchant when he 
accepts inferior things in exchange for superior ; or in the 
higher wage earned for superior labour. The capitalist 
enters into an agreement with the society, in virtue of which 
each party is entitled to be supplied with something by 
the other. But that which the capitalist is to supply exists 
already ; that which the society is to supply has yet to 
be created, and it will be years before some of it is created. 
There is no equality of value here ; and if the capitalist 
insists that the future things which are to be supplied to him 
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shall be more numerous than the present things which he is 
supplying, he only insists upon receiving his due. 

There is another matter, of an entirely different kind, 
which has to be borne in mind in this connection. The 
function performed by owners of circulating capital has been 
frequently defined, more especially by English economists, as 
consisting in feeding and maintaining the workmen while 
they are engaged upon their labour. This definition is not 
only repellent in form, for it puts free-born workmen on a 
level with slaves, or even cattle; it is also inaccurate. The 
wage -earning workman provides for his own support; he 
pays for it out of the product of his labour. But he supplies 
— ^to borrow another of Von Bohm-Bawerk’s expressions— 
economically unripe products ; the meaning of this expression 
will be understood from what has just been said. Products 
are not economically ripe until they are capable of becoming 
stock for consumption ; the function of the capitalist consists 
in providing the workman with such economically ripe pro- 
ducts in exchange for products of the other kind. He does not 
feed the workman, he purchases from him things that are yet 
unripe, so to speak, and pays him with money which can at once 
be converted into things fit for immediate consumption or use. 
By describing the function of the capitalist in this way, we 
not only avoid the use of terms borrowed from the language 
of slave owners, we also show much more clearly the purposes 
for which circulating capital is used and the source from 
which interest is derived. 

Let us now endeavour to explain the premium which 
attaches to present goods. The explanation is to be found 
primarily in the fact that people cannot always draw upon 
their income in the time of need. Heavy demands may have 
to be met in the present. The merchant has to honour 
his bills; the farmer’s crops are delayed or they fail; the 
workman loses his employment through sickness or other 
causes ; the official has to settle bills requiring immediate 
payment, and it will be some weeks before he draws his 
salary. People in such circumstances as these are by nature 
disposed to assume that the difficulties will, before long, have 
disappeared, and in many cases they have good grounds for 
the assumption. The merchant assumes that before long he 
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will have disposed of his stock ; the farmer feels sure that 
he will have better crops next year; the workman, that he 
will find employment ; the official, that he will shortly be 
comparatively affluent. For these reasons, goods or money in 
the future are regarded as less valuable than in the present, and 
people are willing to pay a premium on them in order to get 
them at once. 

Future goods can only serve for the satisfaction of future 
wants ; the wants of the present can only be satisfied with 
things which actually exist. Nor is it sufficient that there 
exists a supply of goods in general, there must be a supply of 
the particular kind of goods required ; the corn grower wants 
to exchange his corn, and the sugar refiner his sugar, for other 
things, and those other things must be in existence if the 
exchanges are to be effected. Commerce provides for this. 
Thus commerce requires a large amount of present goods, 
especially in trade with non -European countries. A close 
inspection of the manner in which foreign exchange operations 
are conducted will show that countries out of Europe take a 
long time to supply the equivalent of the goods sold to them.^ 

The machines, manufactured goods, and other things 
which we in Europe send to countries in other parts of the 
world, are ultimately paid for with the produce of those 
countries, but not until some months after the arrival of the 
goods from Europe, for those countries are not in a position 
to exchange with us on any other terms. From the European 
point of view, this is an exchange of present for future goods ; 
and the fact, that the existence of the former is a necessary 
condition of the exchange, is of itself a reason why it should 
be possible to obtain a premium upon them. 

But the chief cause of the phenomenon, which we are 
endeavouring to explain, lies in the fact that all production 
requires time. The person who produces must either himself 
possess the means for supplying his wants during the time 
that he is engaged in the work of production, or he must 
manage to find some one who will pay him for his services. 
And the more extensive the work, the greater the quantity of 
present goods — ^in other words, circulating capital — that will 

^ Cf. the present author’s essay, entitled “ ICapitaalbehoefte en inter- 
nationaal verkeer,” in De of tTannary 1876. 
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be required. Now we know tliat works which take a long 
time to complete are often very productive. A person who 
builds houses in localities where the population is increasing 
will eventually be able to get good rents for them. Railway 
enterprises and land-improvement schemes frequently bring in 
large profits. In these cases people may have no hesitation in 
offering a high premium — expressed in future money or goods 
— for present money or goods, in the expectation that there 
will be an abundance of the former at their disposal later on. 

It also takes time to manufacture implements and 
machinery, but great advantages are sometimes obtained by 
doing so. Not necessarily, however. The amount of advan- 
tage to be got by using a machine depends upon its cost and 
durability, and upon the extent to which labour can be saved 
by using it ; in other words, upon the increased production 
that can be secured by its use. But daily experience shows 
that the conditions under which it is possible to get good 
results from the use of costly implements and machinery are 
fulfilled in a very large number of cases ; and whenever this is 
so, an inducement is created for obtaining present goods, at a 
premium if necessary. Here again there is the prospect that 
the supply of future goods will be so abundant that some of 
them may easily be spared. Von Bohm-Bawebk calls the 
manufacture and use of machinery and implements round- 
about production.’’ The production of the article desired is 
here achieved in an indirect manner ; an intermediate 
product being first manufactured — something which possesses 
no value of itself, as it can only serve the purpose of an 
instrument for producing what is desired. The expression is 
well chosen, as it reminds us of the demand for capital 
arising out of the use of machinery. 

Does all that has been said fully explain the origin of 
interest on capital; has it been made quite clear why a 
premium is obtained on present as compared with future 
money or goods ? We should be mistaken if we thought so. 

have shown that present needs may be very urgent ; that 
commerce has need of circulating capital ; that it may be 
advantageous to undertake works which it will take long to 
complete ; that advantage is frequently to be got from the use 
of machinery. But all this merely proves that there must 
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always be a demand for present, in exchange for future goods ; 
not that this demand must result in a premium. One might 
argue as follows. Water is indispensable for life. If we had 
no water, we should die of thirst, the soil would yield nothing, 
we should have no power wherewith to drive our machinery, 
we should be unable to keep ourselves clean. Therefore 
water must be very dear. But we know that it can be had 
in most places for nothing, and we know why : because of its 
abundance. This illustration may show what is wanting to 
complete our explanation. The final reason why capital can 
procure interest is, that capital is relatively scarce. The 
premium obtainable for present, in exchange for future things 
indicates, as we have seen, that the former are more valuable. 
But all value has its origin in scarcity. Only economic 
goods ” ^ have value ; that is, only those goods of which the 
supply falls short of the amount required. This general pro- 
position must be applicable here. All that has been said 
above fails to explain the origin of interest, unless it can be 
assumed that the demand for capital exceeds the supply. 
But the existence of interest proves that we are justified in 
assuming this. 

§ 6 

Causes of High and Low Rates of Interest 

We must now consider the causes which determine the 
rate of interest. Let us first see from what part of the social 
income the capitalist obtains his interest. 

He obtains it from that part which remains after the 
landowners have been paid their rent. From this there 
follows the important truth, that the rate of interest may be 
highest in those countries where rents are lowest owing to 
the abundance of fertile and well-situated tracts. We find 
this confirmed by a glance at North America, where interest 
is generally much higher than in Europe. It makes a great 
difference, not only to the workman, but also to the capitalist, 
whether he can share in practically the whole of the proceeds 
of the harvest, or only in the relatively sm&ll portion that 
remains after a high rent has been paid. In other words, the 


^ Gf. ante, chap, i- § 1. 
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agriculturist can offer a higker rate of interest wken he is 
allowed to keep nearly the whole of the crops, than he can if 
he has to sell the greater part of them in order to pay rent. 

But there is another part of the social income which 
we must not forget, namely, the profits of entrejpreneurs, 
which will be fully dealt with in the next chapter. No 
entrepreneur^ however great the advantages afforded him by 
having the use of capital, will be prepared to yield up the 
whole of those advantages to the capitalist ; were he to do so, 
he would have no recompense for his trouble and risk. And 
a question arises here, the answer to which will show that the 
part of the social income from which the capitalist derives his 
interest is even smaller than it seemed at first. 

The gain which it would be possible for one man to 
derive from the use of a certain amount of capital is not 
always the same as that which another man could derive 
from it. What regulates the rate of interest ? Is it the 
highest or the lowest gains ? A could afford to pay 10 per 
cent, and yet make a considerable profit ; B could pay 9| 
per cent. ; Z could only pay 3 per cent. What will be the 
rate of interest under these circumstances ? 

It will have to drop to the point at which there will 
be a demand for all capital seeking investment. If the 
demand for capital among those who can afford to pay a high 
rate of interest be such that the whole of the available 
supply of capital can be invested with them, then a high rate 
of interest is possible ; but should any capital remain unin- 
vested after the demands of these people have been supplied, 
the rate of interest will have to drop to a lower figure. The 
same thing takes place here as in the letting of houses. The 
rate of interest does not depend upon the maximum or the 
mean, but upon the marginal utility of the capital for which 
investments are sought. We shall see later on what becomes 
of the gains which entrepreneurs who enjoy economic advan- 
tages over their competitors are not required to yield up to 
the capitalist, when they work with borrowed capital. For 
the present we shall confine ourselves to describing the law 
itself, which, as the student will doubtless already understand, 
is only a concrete expression of the general law to which all 
the phenomena of value are subject. 
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Here we have an explanation of the well-known truth 
that, as capital becomes more plentiful — other things being 
equal— the rate of interest falls. As the amount of capital 
increases, the less favourable do the conditions become, 
under which any portion of it must be employed, if invest- 
ments are to be found for the whole of the capital offered 
for investment. Works for the improvement of the land 
will have to be undertaken and railways constructed at 
profits lower than those hitherto yielded by similar under- 
takings. Works of long duration will have to be undertaken 
in order to obtain advantages not proportionally greater than 
those hitherto yielded by works of shorter duration. Houses 
will have to be built, which will cause the rents obtainable 
for house property to fall. And as the capital invested in 
agriculture and industry can yield no fruit unless the services 
of workmen can be secured, those services will have to be 
recompensed more highly, so that the amount remaining for 
the capitalist will be smaller. 

This latter point will be treated more fully in the next 
section, where the connection between interest and price is 
discussed ; but proofs of its correctness are to be found in 
what has already been said as to the origin of interest on 
capital. The gross profit of the entrepreneur, out of which he 
pays the interest (or enjoys it, if he be a capitalist himself) 
originates firstly in the fact that he receives from his work- 
men products which will not be ripe ” until a certain time 
shall have elapsed, and that, in exchange, he enables them to 
obtain goods which have passed through all the stages of the 
ripening process. The difference in value between future and 
present goods, that is, the premium on the latter, must decrease 
as the relative quantity of present goods increases. The gross 
profit spoken of originates, secondly, in the use of machinery. 
But the use of machinery is not necessarily advantageous. 
The extent to which advantage may be got from it, and 
from providing the buildings required for that purpose — 
and these are frequently very expensive — depends upon a 
variety of things, among which the rate of interest occupies 
a prominent place. Suppose now that a certain number of 
machines are in use, and that capital increases, so that it be- 
comes necessary to create a demand for more. This can only 
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be ejected by creating an incentive for the use of those instru- 
ments of production, that is, by offering to lend capital at a 
lower rate of interest. In this way a stimulus is given to 
“ roundabout production.” 

When tracing the results of the growth of capital, we must 
bear in mind that new capital is, in most cases, circulating 
capital. The demand for this kind of capital is certainly 
great, as well as elastic, but it is not unlimited. A certain 
amount is required to supply the needs of commerce ; a 
further amount for the payment of wages ; a portion is used 
as raw material ; another portion, in supplying things on credit 
to persons whose incomes do not reach them in good time. 
But however great we may conceive the demand for present, as 
against future goods to be, the supply of the former would 
ultimately exceed the demand, if stocks kept constantly in- 
creasing. Capital can never be too plentiful, nor can production, 
in the aggregate, be excessive ; but it is quite possible for a 
particular class of goods to be produced to excess ; in the same 
way, one of the two kinds of capital may increase to such an 
extent that no price can be obtained for the use of it. An 
incessant and considerable growth of circulating capital would 
ultimately lead to the disappearance of interest. What pre- 
vents this from coming about ? It is prevented by the follow- 
ing circumstances. A portion of circulating capital is con- 
sumed unproductively, by Governments and Municipalities, 
for instance, when they cover ordinary deficits by means 
of loans ; another portion is consumed — productively, how- 
ever — ^in such things as land improvement and the con- 
struction of harbours and similar public works. A third 
portion is converted into dwelling-houses, schools, and other 
buildings, which are very useful, but are not used for production 
in the economic sense. Finally, a fourth portion is converted 
into fixed capital. But in order to create a demand for land 
improvement, for dvrelling accommodation, and for fixed capital, 
and in order to make it advantageous to carry out public works, 
the capitalist must be prepared to accept a lower rate of interest. 

That is, unless the demand for capital should increase. 
We have been assuming that new capital was being created, 
while other things remained the same. But things may 
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happen, by which the condition of the capitalist is improved. 
The population may increase; this will certainly have a 
favourable effect upon agricultural rents, but not to the pre- 
judice of interest, as capital is needed in order to bring 
virgin soil into cultivation ; so that the unfavourable 
effects of the rise in rents will be confined to the wages of 
labourers. The movement of the population is of the utmost 
importance in connection with the demand for capital, as every 
new demand for products, or dwellings, means of transport, etc., 
necessarily leads to new demand for capital. This must be 
kept well in mind. Some people maintain that interest has 
a natural tendency to fall; but those who do so think only 
of the growing supply of capital, and fail to take into con- 
sideration the increasing demand caused by the growth of 
population, and there is no reason for believing that the 
supply of capital has a natural tendency ’’ to exceed the 
demand. In all civilised countries except France, the growth 
of the population is rapid. In some few countries, it is true, 
we find the birth-rate decreasing, but this is accompanied 
by a decreasing death-rate, due to improved sanitary con- 
ditions. The average yearly birth-rate of Holland from 1880 
to 1889 was 3*44 per cent, of the population, as against 3*63 
per cent, for the period 1870 to 1879. Nevertheless, the 
average yearly increase of the population from 1880 to 1889 
was 12*43 per cent., as against 11*21 per cent, in the preced- 
ing period, the death-rate having fallen from 2*44 in the 
earlier to 2*12 per cent, in the later of the two periods. 

A natural tendency to fall can be attributed to interest 
on capital only when there is reason to expect a less rapid 
growth of population in the future. Indeed, a very consider- 
able fall in the rate of interest may be predicted, when there 
is reason to expect an absolute decrease of population ; since 
a much smaller quantity of products, therefore a much smaller 
quantity of capital, would then be required. We should no 
longer have to keep extending the area under cultivation, 
building more factories, and providing increased means of 
transport ; we should cease enlarging our towns and villages, 
a process in which so much capital is now used up. But 
however beneficial it might be, so far as the welfare of the 
working classes is concerned, if the population were to decrease 
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owing to a diminished birth-rate, we cannot be sure that this 
will take place. Consequently there is no solid foundation for 
the contention that interest on capital has a natural tendency 
to fall. 

Apparent support has been lent to this contention in 
recent times by the fall which has actually been observed 
in the rate of interest. There is always a tendency to 
regard a thing that has been happening for many years in 
succession, as the effect of permanent causes, as something 
destined to go on for ever. In the year 1864 or thereabouts, 
when the rate of interest was very high, many people could 
not conceive of the possibility of its ever falling ; in the same 
way, many people are now unable to believe that it will ever 
rise. There was a time during which agricultural rents rose 
continuously ; many people then formed the idea that rents 
were destined to keep on rising without interruption ; never- 
theless, we have witnessed a considerable fall in rents in recent 
years. Production and population do not always increase 
at the same rate; each alternately gets ahead of the other. 
The same may be said of capital and population. If capital 
has been increased considerably by large profits and by saving, 
the rate of interest will remain low until the population, in 
its turn, has increased considerably ; and, however rapid its 
increase may be, some years must always elapse before it 
can overtake capital. That is what is happening now ; but 
who can say that it will last ? 

It is true that if capital increases and other things remain 
the same, the rate of interest must gradually fall ; but it is 
one thing to acknowledge this truth and quite another thing 
to maintain that the rate of interest has a natural tendency to 
fall. Coincidently with the creation of capital, something or 
other may take place which will have a favourable effect either 
upon the terms on which the capitalists share with the 
labourers, or upon the result of their joint efforts. Causes 
which have the effect of rendering more productive the joint 
efforts of capital and labour, are not always immediately 
advantageous to both. It may happen that the workmen get 
the whole of the advantage so long as their number does not 
increase ; but it is also possible that the whole of the advan- 
tage may be enjoyed by the capitalists, so long as capital does 
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not increase very greatly. Whetker, and to what extent, the 
one or the other will gain, depends in the first place upon the 
class of objects of the new demand which arises after the fall 
in the rate of interest ; if the demand be directed towards 
goods, for the production of which much capital is needed, 
interest will rise more than wages, or the former alone will 
I rise. The proportion in which capital and labour respectively 

contribute towards production differs very much in different 
' articles ; and although the entrepreneur can exercise a powerful 

I influence upon that proportion, his power in this respect is 

I not unlimited. For the production of some things a relatively 

f large amount of capital will always be indispensable; this is 

j the case with goods, the production or preparation of which 

j; takes a long time or calls for the use of expensive machinery, 

i and with goods which have to be transported great distances 

before they reach their destination. When the increase of 
income brought about by progress achieved in agriculture or 
industry creates a strong demand for goods of this class, it 
is the capitalists who gain ; similarly, it is the workpeople 
who gain when the demand is not for this class of goods. 

Whether, and to what extent, the one or the other party 
will be the gainer, depends on yet another thing. Progress in 
agriculture and industry always consists in a saving of the 
exertion involved in production, that is to say, it consists in 
obtaining increased results without increased exertion. But 
the saving may extend in equal proportions to capital and 
labour ; or it may be confined to capital alone or to labour 
alone. The proportion in which the product will be shared 
depends in some measure upon which of these three kinds 
of saving has been effected. People are everywhere bent on 
inventions,, and successful inventions always mean economies. 
But in countries where wages are very high in relation to 
interest, those economies will be most advantageous which 
render it possible to employ fewer workmen, even though the 
adoption of those economies should make it necessary to 
employ more fixed capital ; on the other hand, when wages are 
low and the rate of interest is high, more importance will be 
attached to things which render economy of capital possible, 
even though their use should render it necessary to employ 
more labour. We find the first of these cases illustrated in 
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the United States. There interest is high, but not in rela- 
tion to wages ; these are higher still in proportion to what 
they are in European countries ; the result is that there is 
no part of the world where more attention is given to improve- 
ments in machinery than in the United States. The tropics 
afford an illustration of the second case ; there wages are low ; 
not so low, indeed, as they seem (since the amount of labour 
performed in tropical countries for a very low daily wage is 
frequently as small as the wage itself), but still, on the whole, 
lower than they are in Europe ; but in tropical countries the 
rate of interest is, as a rule, higher than in Europe, and 
inventions and discoveries are there valued more especially 
according to their efl&ciency as means of economising capital. 

Whatever the direction in which the entrepreneur may 
seek his own advantage, we may feel sure that in the long- 
run labour will derive gain from industrial progress ; the 
greater the results achieved by the employment of capital 
and labour, the better for the general welfare. But economies 
of the kind referred to above may, at first, have the effect of 
rendering a part of capital and a part of labour superfluous. 
As far as the capitalist is concerned, they are more advan- 
tageous when they apply exclusively to labour ; so long as 
capital does not increase to any great extent, the rate of 
interest will then remain high. All this will be explained 
more fully in the chapter dealing with wages. 

Another thing that operates in favour of interest is the 
removal of artificial barriers to international trade, though 
here again the favourable effect is not confined to interest. 
In a later portion of this work we shall explain why protec- 
tion is detrimental to public wealth in general. Here we 
propose to show how it tends to lower the rate of interest. 
It does so by preventing the capitalist from using his capital 
to the best advantage. It is not necessary that we should go 
just yet into the scientific questions relating to the connection 
between imports and exports ; it will be sufficient to point 
out that when any of the principal States increases its 
import duties, a tariff war invariably results. This of 
itself is enough to impede exports from such a country and 
to prevent capital from being employed there to the best 




OHAP. IV 


INTEBEST ON CAPITAL 


217 



The injury is not confined to this. The greater the 
amount of trade carried on between nations, the greater will 
be the demand for means of transport, and the larger the 
amount of capital needed by merchants. Restriction of inter- 
national trade, of itself, and apart from any other results 
which it may bring about, has a tendency to reduce the 
demand for capital. Should not the growth of protection 
in recent years be therefore ranked among the causes which 
have conduced to the fall in the rate of interest ? We are 
inclined to think so, considering that increase of production 
and trade would ensue everywhere if all nations were to adopt 
liberal tariffs. 

Finally, a word as to reduction in the duration and cost 
of transport. This also is sure to bring about, at first, a 
reduction in the demand for capital ; the merchant has not 
to wait so long before he receives the equivalent of the 
goods which he has exported ; moreover, the stocks required 
by merchants dealing in goods procured from distant countries 
will now be smaller. But ultimately the effect will be 
different. Trafi6.c will be increased considerably by the 
reduction of freights. Enterprises which were previously 
impossible will now be possible. Attention will be turned to 
parts of the globe previously neglected, though rich, perhaps, in 
natural resources. Owing to all this, the demand for capital 
will be stimulated, and it is probable that capitalists will be 
gainers rather than losers by the reduction of freights and the 
increased rapidity of communication. 

The principal causes which influence the rate of interest 
have now been mentioned or indicated. It has also been 
shown that interest and wages are closely connected. An 
increase in the rate of interest is detrimental to wages (includ- 
ing wages of entrepreneurs) until production under the most 
unfavourable circumstances in which it has to be carried on 
while providing investments for all available capital, and 
employment for all labour seeking to be employed, has become 
more profitable. This conclusion has an important bearing 
upon the theory of wages ; but it also has an important bear- 
ing upon the theory of interest, as we now propose to show. 


218 


ECONOMICS 


PART I 


Demand and Supply of Capital equalised by Changes in 
the Bates of Interest and Wages 

Hitherto, in speaking of interest, we have invariably used 
that word in its customary sense, namely, that of the payment 
made in return for the loan of capital. But many enter- 
prises are carried on without the aid of borrowed capital, and 
a capitalist, who works with his own capital, does not thereby 
forfeit the income which that capital is capable of yielding in 
the form of interest. Just as it is possible for the landowner 
to reap the advantage which his land is capable of yielding in 
the shape of rent, even though he attend to its cultivation 
himself; or for the carpenter to benefit by the skill which he 
has in his trade, even if he does not work for wages ; so also 
is it possible for the capitalist to enjoy an income over and 
above his profits as an entrepreneur, inasmuch as he is spared 
the necessity of borrowing capital. It is no misuse of terms 
to speak of this income as interest, seeing that this word is 
frequently applied to it. If, for example, vrhen the rate of 
interest is 4 per cent, per annum, an entrepreneur working 
with his own capital earns exactly that much in a year, he 
will probably say that he made no profit, but only interest. 

Using the word in this extended sense, we are justified in 
stating that interest is included in the prices of all goods 
from the production of which normal, or more than normal 
incomes are obtained. And if these incomes have been 
obtained under the least favourable conditions, they consist 
entirely of wages and interest. It must not be supposed 
that we are now losing sight of profit, for the only element 
of profit enjoyed by the entrepreneur who has no economic 
advantages over his competitors, consists in his wages of 
superintendence, and, as we shall prove later on, these must 
be ranked in the same category as wages of labour. When 
we analyse the price of a commodity produced by a person 
who has only been able to earn a normal recompense for his 
trouble and for the employment of his capital, or when we 
analyse the price of a product obtained from land from which 
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no rent, or a merely libniinal rent, can be obtained, we find tbe 
price to be composed of interest and wages only. The commodity 
may also have been obtained nnder more favourable circum- 
stances. It may have been manufactured by an entrepreneur 
who earns more than others of his class, or grown on very 
fertile and well-situated land. Additional elements will then 
enter into the composition of the price, but why 1 The price 
of the article must be high enough to induce holders to place 
a given quantity of it in the market ; it will not be possible 
for that quantity to be offered unless the price be for 

example. Some entrepreneurs are so favourably circumstanced 
that they could afford to sell it at three-fourths or one-half 
that price, and yet make a profit. What they receive, there- 
fore, includes something over and above w + L That surplus 
is a gain which accrues to them, and which would be less in 
the case of some and would disappear in the case of others of 
them, if their own production were sufficient to supply ail 
that was required of the article. 

Wages and interest are the only elements composing the 
prices of products obtained on the economic margin of pro- 
duction. But we know enough already about the theory of 
value to be aware that it is precisely the condition of things 
existing at that margin that is of importance. How far must 
it extend in relation to the demand ? How much labour and 
how much capital must be employed there 1 The figures which 
have to be substituted there for w + i do not absolutely deter- 
mine the prices, for there are other influencing factors as well ; 
nevertheless their importance is very great, so that the question 
which we are now about to put is a very important one. 

We have just seen that, so long as production under the 
most unfavourable conditions in which it has to be carried 
on while providing employment for all who are offering to sell 
their labour, and investments for all who are seeking to invest 
their capital — ^using our recent terminology again, we should 
say, so long as production upon its economic margin — ^does not 
become more profitable, interest can only rise at the expense 
of wages. Now for our question. Does this imply that prices 
are in no way influenced by the rise or fall of the rate of 
interest? The answer is, No; but it is very important that 
1 iy=wages; f==mterest.----A, A. W. 
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we should see why the answer must be in the negative. The 
reason is, that while one price consists of much wages and 
little interest, another consists of much interest and little 
wages. This is the only reason ; were it not true, prices would 
be unafiected by changes in the rates of wages and interest. 
The proportion in which the products, or that which they 
realised, should be shared, would then be a matter for arrange- 
ment among those who took part in the production, and 
they would concern no one else, and the goods relatively to 
each other would be worth what they cost in labour on the 
economic margin of production. 

Ricabdo was the first to show this. His demonstration 
has given rise to a strange and very common misconception ; ^ 
it has caused him to be called the intellectual father of the 
socialist Marx, who has denied the justice of interest. But 
what connection is there between the argument set forth 
above and the justice of interest ? The price of an article A 
is composed of interest amounting to 30(?. and wages amount- 
ing to lOd.) the latter being the cost of 10 hours of labour ; 
the price of an article B consists of GOtZ. of interest and 
140d!. of wages, the latter being the cost of 20 hours of labour. 
These articles will therefore be exchangeable for each other in 
the proportion of two of A to one of B ; exactly the same 
proportion as exists between the amounts of labour required to 
produce them, since the same proportion exists between the 
amounts of capital that had to be applied in doing so. Does 
this mean that no recompense is obtained for the capital 
employed ? Even if the goods were never exchangeable in 
any other proportion than that of the labour involved in 
their production, it would not follow that there was no 
interest, still less that interest was unjustifiable. It would 
simply be an interesting phenomenon to be explained by the 
theory of value. 

The misconception becomes still more surprising when we 
come to consider that Ricardo has declared exactly the 
reverse of what has been attributed to him. He has not said 
that changes in the rates of wages and interest have no influ- 
ence whatever upon the ratio in which goods are exchanged 

^ Cf. Dr. C. A. Vebeux Stxjabt’s interesting academic thesis, entitled 
Ricardo en Marx^ The Hague, 1890. 
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for one another. He has shown that they would have no 
influence in the case which we have just been assuming, a case, 
however, which does not exist in fact. In demonstrating this, 
he has enabled us to see the causes of this influence, namely, 
the varying proportion in which wages and interest enter re- 
spectively into the composition of prices. The manner in 
which this cause operates may be seen from some illustrations. 
Suppose that it is found upon analysis that the prices of three 
articles (expressed in pence) are made up as follows : — 



Article A. 

Article B. 

Article C. 


d. 

d 

d. 

Wages 

70 

105 

140 

Interest . 

30 

45 

60 

Total . 

100 

150 

200 


If, owing to wages falling and interest rising, the price of 
Article A comes to consist of 60c?. + 40^. in wages and 
interest respectively, then the price of B will become 
90c?. + 60cZ., and that of C 120c?. + SOcJ, ; so that A will 
still continue to be worth 100c?., B 150c?., and C 200c?. 
The reason of this is, that the proportion between wages and 
interest was originally the same in each of the articles, and 
that when a new proportion was substituted for the old one 
(6 : 4 instead of 7 : 3), this also was found to prevail in each 
of the three prices. 

Let us change the hypothesis ; suppose difierent propor- 
tions for the three articles ; suppose further, that the general 
aggregate of wages falls, and that what it thus loses is gained 
by the general aggregate of interest. The first of these aggre- 
gates, namely wages, might be represented by the figure 70, 
for example ; the second, namely interest, by the figure 30.^ 
A decrease of wages in favour of interest to the extent of 
TO will then bring the former down to 60 and the latter up 
to 40; that*is to say, wages will be reduced by one-seventh 
and interest increased by one-third. 

Suppose also that the prices of three articles, A, B, and 
C, are made up of the following sums in wages and interest 
(expressed in pence) : — 

^ These figures are explained below (p. 223, 
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Article A. 

Article B. 

Article C. 


d. 

d. 

d. 

Wages 

70 

50 

30 

Interest . 

30 

50 

70 

Price , 

100 

100 

100 


A fall of wages to the extent of one-seventh, accompanied 
by a rise of interest to the extent of one-third, will now cause 
the following changes to take place in the prices which these 
articles will have to fetch in order to make it possible for 
a normal income to be earned on the economic margin of 
production of those articles : — 



Article A. 

Article B. 

Article C. 


d. 

d. 

d. 

Wages 

60 

43 

26 

Interest . 

40 

67 

93 

Price . 

100 

no 

119 


But will it be possible to dispose of articles B and C at 
the increased prices ? Hitherto, 100(i. has been all that it 
has been possible to get for them, now a price of llOcZ. is 
being asked for B, and a price of 119<Z. for C. There is no 
reason for assuming that the consumers will pay these prices. 
They were not disposed to do so before, and there is nothing 
in our hypothesis to justify the assumption that their ability 
or desire to purchase has been increased. 

The deduction is obvious : the demand for B and C, 
especially for the latter, will slacken. But whenever the 
demand for products which cost much in the shape of interest 
diminishes, there is a decrease in the amount of capital 
required. Does it follow from this that a condition of things 
has been brought about which cannot be maintained, since the 
equilibrium has been disturbed ? ^ 

Not necessarily. If the reduction of wages has been 
brought about by artificial means, not by increase of popula- 
tion ; if the increase of interest is due to combination among 
capitalists, and not to the cause just mentioned, or to a dimi- 
nution of capital, — ^then, indeed, such a condition of things 
will have supervened. But if what has happened be due to 
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the free operation of demand and supply, the slackening of the 
demand for capital will disturb no equilibrium; on the con- 
trary, it will readjust an equilibrium previously disturbed. 
In other words, the fall in the wages and the corresponding 
increase in the rate of interest will in that case restore the 
equihbrium which previously existed between demand and 
supply of capital. 

It is chiefly in the manner just described that equihbrium 
is here brought about in the first instance, and restored as 
often as it is destroyed. All interest and all wages, in agricul- 
ture, industry, and other forms of production, are incorporated 
in the prices; on the prices, therefore, it depends how much 
shall be enjoyed by the producers in interest and wages 
together. But, owing to the causes which have been stated, 

: it also depends largely upon the prices how much shall be 

! enjoyed in the shape of interest and how much in the shape 

J of wages respectively. If the proportion of interest to wages 

i were the same in every price, it is not improbable that the 

I manner in which incomes were apportioned between capital 

f and labour would to some extent depend upon how far each 

I party was able to enforce its claims. The abuse which 

I Germans designate by the word Ausbeniung'^ would then per- 

haps be possible upon a large scale. As things are, however, 
this abuse, unless it be confined to individual instances, has 
the effect of lessening the demand for capital, and thus brings 
its own retribution. A certain amount of capital becomes 
redundant, and remains so until interest and wages have 
returned to their proper level. 

. The student wiU find additional reason for adhering to this 

view when he has considered a point which merits attention 
in this connection, but which we have passed over so as not to 
interrupt the course of our demonstration. In our illustration ^ 
we gave an example of the general aggregate of interest being 
! increased at the expense of wages, by supposing the latter to 
have fallen from 70 to 60, and the former to have risen from 
30 to 40 ; from this it was deduced that wages had only fallen 
by one-seventh, whereas interest had risen by one-third. Both 
figures are hypothetical, as there are no statistics showing, for 
[ the whole of production, the amount of the incomes received 
1 i.e. exploitation (A. A. W.). ® Cf. ante, p. 221. 
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in the shape of wages and the amount received in the shape 
of interest. But the working classes are so numerous, and 
capital — we do not say property, which includes land and 
Government and Municipal stocks, but capital— is so scarce, 
that the aggregate of wages must be regarded as far in excess 
of that of interest. We cannot be certain that a reduction 
to the extent of one-seventh in incomes consisting of wages 
will bring about an increase of exactly one-third in interest ; 
but we can be certain that the latter fraction must be greater 
than the former. What deductions are to be drawn from this 
in regard to the question whether an artificial reduction of 
the standard of wages is conceivable, may be seen from the 
following. 

A fall of one-seventh in wages would diminish the cost of 
building a house by a very much smaller proportion than one- 
seventh, since the expenses include other items besides wages. 
But even though the reduction in the cost of building amounted 
to that much, it would, if accompanied by a rise in the rate of 
interest by one- third, diminish the advantages to be got by 
building. If the building expenses had formerly amounted to 
£2,100, and the rate of interest had been 4| per cent., the 
figures would now be £1,800 and 6 per cent, respectively, the 
result of which would be that a larger sum would have to be 
expended in paying interest than before, since 

£2,100 at 4i per cent. = £94 : lO^. 

£1,800 at 6 „ =£108. 

It is therefore probable that many building schemes that 
would have been carried out under the old condition of things 
would be abandoned. 

What has just been said about houses applies equally to 
railways and other public works, and to the improvement of 
the land. The incentive to execute such works is certainly 
strengthened by a fall in wages, but it is weakened by a rise 
in the rate of interest, and the operation of the latter cause 
will preponderate if the proportion in which interest has risen 
exceeds that in which wages have fallen. 

One thing more remains to be said. The lowering of 
wages, of itself, reduces the amount of capital required. We 
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showed above,^ when discussing the doctrine of certain socialists, 
that the function of the capitalist towards labour consists, to 
a great extent, in furnishing present goods in exchange for 
future and technically or economically unfinished goods. The 
smaller the amount of present goods supplied, the less capital 
will be required in discharging this function. This shows 
once more that if the rate of interest be forced up by 
artificial means, to the detriment of wages, a disturbance of 
the equilibrium between demand and supply of capital is 
bound to follow speedily. Once more our conclusion is, that 
the abuse will bring about its own retribution. The raising 
of the rate of interest operates in all sorts of ways to the 
detriment of demand for capital. This detrimental action 
readjusts the balance between demand and supply when capital 
in the aggregate has diminished, or when the demand for 
capital has grown excessively. In other cases it disturbs that 
balance. 

Considering the manifold imperfections of the social 
structure, it is comforting to be able to arrive at this con- 
clusion. It is a patch of sunshine which we must not ignore 
in a prospect of which so much is enveloped in gloom. 


The Interest for Short Credits 

It now remains for us to discuss the differences in rates of 
interest for equal periods of time in one and the same country. 
That, in places where the system prevails of lending on the 
security of stocks without a margin, the interest depends upon 
the nature of the stock given as security ; that bills of exchange 
bearing three or more signatures can usually be discounted at 
a lower rate than others; that small shopkeepers have to 
pay a much higher rate of interest in the shape of credit- 
prices than wholesale dealers ; in short, that the rate of 
interest is always higher in proportion as the securities offered 
by the borrower appear to be poorer ; aU this speaks for itself. 
There is just one observation to be made in passing. When- 
ever a very high rate of interest is charged owing to the 
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small amount of confidence inspired by the borrower, it is 
usually said to consist to a large extent of “ iusurance 
premium.” This is inaccurate. What the borrower pays 
in such cases is not compounded of two ingredients, interest 
and something else ; it consists of interest alone, but that 
interest is higher than it would be if the borrower inspired 
more confidence. 

But there are inequalities in rates of interest which are 
not to be accounted for by these and similar causes.^ They 
are those which are frequently observable in comparing the 
rates for short with those for long credits. Sometimes one 
will be higher, sometimes the other, and, generally speaking, 
the former are more subject to variation than the latter. 
We will endeavour to explain this. 

The quantity of capital available for the purpose of being 
lent for short terms is not at all times the same, nor is the 
demand for such capital always equally strong. Suppose that 
an exceptionally large number of people in a particular country 
are desirous of exporting goods, and that they will receive the 
equivalent of those goods within a relatively short time ; m so 
far as they want credit at all, it will be for a short period 
only. Or, suppose that there is a particularly strong demand 
for foreign stocks and shares, we then find a large amount of 
capital, in the shape of goods or gold, leaving the country in 
payment for those stocks and shares, and it is not improbable 
that this capital will at first be drawn from the quantity 
which is usually available for the purpose of making loans for 
short terms. The reason why this quantity is so liable to 
fluctuate, is that it is almost invariably the first to be drawn 
upon in the case of a sudden demand for capital. For instance, 
when a Government raises a loan, a certain time always 
elapses before the bonds which it issues get into the hands of 
permanent investors ; the first holders are frequently people 
who have taken the scrip as a speculation, and paid for it with 
borrowed money. Consequently the rate of interest for short 
credits is subject to fluctuations, which it would be wrong to 
regard as fluctuations in the rate of interest for the loan of 
capital in general. The last-named rate cannot, it is true, rise 
or fall in the long-run without a change taking place in the 
rate for short credits as well. There is a coimection, for 
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instance, between tbe rate of interest on mortgages and that 
for loans on stocks; between tbe rate for wbicb a railway 
company of good standing can borrow money for a term 
of forty or fifty years, and tbe rate for discounting bills 
of exchange. But for a time this connection may be, and 
frequently is, severed. 

Tbe interest for short credits is generally lowest when 
the spirit of enterprise is slack. Many will then be unwilling 
to employ their capital ; but they will be equally reluctant to 
lend it out for a long period, because business may suddenly 
revive, notwithstanding the unpromising outlook of the 
present. Therefore, they offer to lend their capital for short 
terms; but those to whom they offer it are as dispirited as 
themselves and will only accept it at a low rate of interest. 
This state of things prevails more especially after a com- 
mercial crisis. It is precisely then that one would expect to 
find a high rate of interest, owing to the destruction of capital 
that has just been taking place ; but the spirit of enterprise is 
so slack that the amount of capital offered for short terms is 
far in excess of the demand. 

In this connection we have to discuss a matter as to 
which a good deal of misconception exists. We refer to the 
question as to how far the stock of money exercises an influ- 
ence upon the rate of interest. 

At one time it was thought to exercise a predominating 
influence. An imperfect analysis of the phenomena occurring 
in the credit market led to the opinion that in all credit 
dealings the thing required and supplied was money ; from 
this it was concluded that the rate of interest must depend 
upon the existing stock of money. The so-called Mercantile 
school, to which nearly all economic writers of the seventeenth 
and first half of the eighteenth centuries may be said to have 
belonged, was especially ardent in support of this conclusion. 
Impressed by the importance which a low rate of interest 
possesses for the furtherance of enterprise, the Mercantile 
school strongly advocated a commercial policy directed towards 
increasing the stock of money. It is strange indeed how this 
erroneous view concerning the rate of interest should have 
continued to be held for so long, considering that selling on 
credit is a far commoner method of advancing capital than 
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granting loans, and tliat far more interest is earned by means 
of tbe former than by means of the latter kmd of transactions. 
But people failed to see this. The Mercantile system has 
been refuted in various ways ; to us it seems that the most 
effective way of refuting it consists in showing precisely what 
takes place in the credit market. Once people can be made to 
tmderstand that, in nine cases out of ten, demand for money 
is simply demand for goods or stock, on terms of present 
delivery against future payment, or the need for an extension 
of credit only obtainable by roundabout methods,— once people 
can be made to understand this, they will cease to have any 
bias towards mercantilism. It is a doctrine which can only 
appeal to those who have not observed the workiag of the 
credit market with much attention. 

Increase of the stock of money, therefore, never exercises 
a lasting influence in the direction of lowering the rate of 
interest; rather is it by a constant decrease of the stock 
of money that such a result is brought about. A nation 
which, by means of a well -organised system of banking 
and the adoption of rational usages in commerce, reduces its 
requirements in the matter of gold and silver, will be 
benefited to the same extent as if it had created an amount 
of capital corresponding in value to the quantity of precious 
metal which it has succeeded m dispensing with. When- 
ever the credit system renders it possible to do without 
metallic money, it performs a service which would other\me 
have to be performed by capital, so that it becomes possible 
to apply a portion of the latter to more useful purposes. 

But there is stiU another doctrine concerning the 
coxmection between the rate of interest and the stock of 
money. It is of more recent origin than that of the 

Mercantile school, and better deserving of our attention. 
According to this doctrine, the stock of money does not, indeed, 
exercise a lasting influence upon the rate of interest for loaned 
capital, but it does exercise a temporary influence upon the 
rate of interest for short credits. This is held to be proved 

by facts. Does not the rate of interest go up when precious 

metals are exported, and down when they are imported ? 
Do not financial joumals, when discussing the probable 
movements in the rate of discount, direct the reader’s 
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attention cMefly to the stock of gold in the banks ? All 
this is regarded as tending to prove that the Mercantile 
doctrine, though on the whole, perhaps, incorrect, does never- 
theless contain a grain of truth. This grain of truth is stated 
to be, that diminution of the quantity of money in a country 
causes interest on capital lent for short terms to rise tem- 
porarily in that country, whereas increase of the quantity of 
money produces the opposite effect. 

How are we to regard this doctrine? In the first place, 
there is a great want of clearness about it. What does it 
mean ? Are we to understand that the effects spoken of are 
produced by increase or decrease of the quantity of money of 
every kind, paper as well as metallic ? If so, the proofs adduced 
can hardly be accepted as such. For export of precious metals 
is usually accompanied by a proportionate increase in the issue 
of uncovered bank notes ; and when gold and silver are imported 
we usually fi.nd that a corresponding shrinkage takes place in 
the issue of uncovered notes. In both cases, therefore, the 
quantity of money (metallic and paper together) generally 
remains the same. This is a point which will be explained at 
greater length further on, and can only be touched upon for 
the present. Its importance in connection with the question 
with which we are now concerned will, however, be obvious. 
If the rate of interest rises when precious metals are exported, 
and if bank notes supply the place of the money that has been 
exported, the rise in the rate of interest cannot be the result 
of diminution in the quantity of money, since no such diminu- 
tion has taken place. 

Or is this doctrine, which we are now examining, to be 
understood as applying not to money in general, but only to 
gold and silver ? But even then the proofs adduced in its 
support are inadequate. For, in the filrst place, it is not true 
that export of precious metals is always accompanied by a 
rise in the rate of interest. When the banks have very large 
stocks of gold, they allow it to issue freely without making 
any change in the rate of interest. And in the second place, 
export of precious metals frequently causes a decrease, and 
import an increase, in the existing quantity of capital ; and 
when this is the case, there is no reason to be surprised that 
the rate of interest should not remain the same. To give a 
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few illustrations. Crops have failed and corn has to he 
purchased abroad. A foreign Government contracts a loan 
and causes the amount of the loan to be sent to it. Large 
amounts of foreign stock arrive and have to be paid for. 
Large loans have been granted to firms abroad and the 
amounts have to be sent out to them. It is by no means 
certain, as we shall find occasion to show, that, under circum- 
stances like these, a drain of gold will follow; but something 
will have to be exported, and it may turn out to be gold. 
Should this be the case, and should the rate of interest then 
rise, would this be a reason for concluding that decrease of 
precious metals, apart from all other causes, suffices to bring 
about a rise in the rate of interest ? Certainly not, for in the 
cases named, the export of gold means diminution of capital, 
and that of itself would quite account for the rise in the rate 
of interest. 

We do not intend by all this to deny that any connection 
whatever exists between the stock of money and the rate of 
interest. We merely wish to show that no evidence of such 
a connection is furnished by the facts adduced for the purpose 
of proving it ; and, moreover, that there is a great deal of 
obscurity about the doctrine propounded on the strength of 
those facts. 

There is, in fact, a temporary connection between the 
quantity, of money (of all kinds) existing in a country and 
the terms upon which it is possible to obtain capital for short 
periods in that country. And this connection manifests 
itself in two ways. Sometimes the quantity of money 
increases, and, as a result, the rate of interest falls ; but some- 
times the order of events is reversed; first there is a fall in 
the rate of interest, and, as a result, the quantity of money 
decreases. 

Money — ^by which we mean bank notes as well as coin — 
is a sort of merchandise having this peculiar attribute, that it 
can constitute the object of a credit contract without at the 
same time constituting the object of a purchase contract. We 
can quite well imagine ordinary articles of commerce being 
lent in the same way as money ; we can imagine one 
merchant, for instance, lending a quantity of goods to another 
on the condition of receiving back an equal quantity at a 
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future date. But tMs custom does not obtain among mercbants, 
a circumstance wMcb is of importance here. 

A person exports coffee and receives wool in exchange for 
it. The wool will have to be unpacked, sorted, valued, and 
sold ; what a time may elapse before it forms a part of capital 
actually in course of being applied ! A person exports coffee 
and receives gold in exchange for it ; forthwith the gold gets 
into circulation. If the owner does not require it for a month, 
he will take care that it yields interest for that time. He will 
discount a bill and afterwards sell it; or he will invest his 
money by lending it on the Stock Exchange, or deposit it with 
a bank, and the bank will do with it what he would otherwise 
have done with it himself. In fact, the bank will do much 
more. For the more plentifully the banks are supplied with 
money, the more manifold the services they are able to 
render. In a country with a highly developed system of 
banking, the influx of precious metal necessarily exercises a 
much stronger effect upon the rate of interest than in a 
country where there are no banks, or none that discharge an 
important function in the commerce of the country. 

It is clear that a reduction of interest brought about in 
this manner must be temporary. There has been no new 
capital created or imported from abroad. A quantity of 
capital (the equivalent for goods sold to foreign purchasers) 
has got into circulation sooner than usual ; that is aU. It 
may therefore be predicted that, before long, interest will 
certainly rise to its former level, and that it wfll probably rise 
beyond that level. For, the fall m the rate of interest will 
have stimulated the demand for capital, and the increased 
demand will not be offset by an increased supply. 

In the illustration just given, the increase in the quantity 
of money was the cause, but it may also be the effect, of a fall 
in the rate of interest. 

To a great extent it depends upon the banks themselves, 
to what extent they will be used as agents for the transfer 
of capital A merchant has sold a quantity of goods and is 
disposed to give the purchaser three months’ credit. But 
the purchaser need not avail himself of this disposition on 
the part of the vendor, and he will certainly not do so, if 
the discount he can get by paying ready money exceeds the 
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interest lie would have to pay for a loan at the bank. From 
this it will be seen thatj by charging low rates of interest, the 
banks can foster the demand for credit ; in fact, this is their 
usual method of fostering that demand. But a bank always 
gives its advances in the form of notes or credit entries in its 
books, so that an increase in the credit business of the banks 
has the direct result of rendering money — that is, paper money 
— more abundant. This abundance will not last long, it is 
true ; whatever the amount of paper money put into circula- 
tion by the banks, that amount of precious metal will ulti- 
mately leave the country ; still, a certain increase in the 
quantity of money of all kinds, however brief its duration, will 
undoubtedly result from the reduction of the rate of interest 
in the money market. 

From this it will be seen that some connection really does 
exist between the stock of money and the rate of interest for 
short credits ; it will be seen, too, that this connection manifests 
itself in two ways ; increase of money is alternately a cause 
and a result of reduction in the rate of interest. 

It seems better, however, not to pursue these inquiries 
any further at present ; they would lead us to ground which 
cannot be fully explored till later. All economic truths are 
connected with others, but this is more especially the case 
with those having reference to capital and interest. This is 
due to the important and many-sided functions of capital, and 
to the variety of the forms assumed by interest. It has not, 
therefore, been possible here to exhaust the matter selected 
for treatment in this chapter ; we have only been able to 
indicate its most important points. 


CHAPTER |V 



THE PROEITS OP ENTREPRENEURS 

§ 1 

The Services rendered by Entrepreneurs 

The word profit has no fixed meaning in every-day language ; 
sometimes we find it used in a wide, sometimes in a restricted 
sense. A joint-stock company has a capital of £100,000, 
and has earned £6,000 in a given year. If the whole of the 
capital belongs to the company, the net profits will be said 
to have amounted to £6,000. But if half of the capital has 
been obtained by the issue of debentures, on which interest 
amounting to £2,500 has to be paid, it will be said that the 
net profits of the company amount, not to £6,000, but to 
£3,500 only. Yet in both cases the same result will have 
been achieved. 

A merchant or a manufacturer earns £2,500 per annum; 
he converts his business into a company, in which he himself 
is practically the sole shareholder and at the same time the 
manager. As manager, he receives, under the bye-laws of the 
company, a salary of £1,000 per. annum. Now, although the 
business may continue to yield £2,500 per annum, its net 
profits will be said to be £1,500 only; for the manager’s 
salary, which was formerly called profit, is now called wages. 

Enough has been said to show that any inquiry into the 
profits of entrepreneurs must be preceded by a definition of 
profits.^ In the following pages we shall endeavour to arrive 
at such a definition. 

1 The following are the best works on the subject : Ur. H. voN Mangoldt, 
Die Lehre von dem Unternehmergewinn, Leipsic, 1855 ; Ur. G. Gkoss, Die Lehre 
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Land, capital, and labour are the principal factors of pro- 
duction ; but for the purpose of providing for the wants of 
mankind, it is necessary that these factors should be placed 
in a proper relation to each other. The person who assumes 
the task of so placing them is the entrepreneur ; this is the 
service which he renders. His work consists in regulating, 
guiding, combining. He supervises the work and sees that it 
is carried out at the smallest possible cost. He buys the 
material, selects the machinery, chooses the place in which 
the work shall be carried on; frequently too — if he should 
happen not to have any orders in hand — he decides what goods 
shall be produced. It is he who engages and discharges the 
persons who execute the various branches of the work. If 
middlemen are required for the purpose of retailing the pro- 
ducts to the consumers, entrepreneurs will undertake the task. 
Should there be a temporary glut in an article, entrepreneurs 
will withdraw a portion of the stock from consumption, and 
place it in the market when the article has again become scarce. 
Although the entrepreneur, as such, performs no manual labour, 
he fulfils an important r$le. His task may be comprehensive, 
and it may be more exhausting than that of the most assiduous 
labourer. 

How does he come to be entrusted with this task ? Why 
is it that nobody opposes his decisions, and that he is allowed 
a free hand in combining the factors of production in such 
manner, and in employing them in such way, as may seem 
best to him ? To the entrepreneur of good standing neither 
capital nor land nor labour is ever refused. By employing 
them injudiciously, he may incur derision or censure ; but he 
will not be impeded in the execution of his plans. The 
reason is, that he alone has a direct interest in the result. 
The landowner gets his rent, the lender of capital his 
interest, the labourer his wages ; each of these persons 
is thus assured an income proportioned to his services, 
but irrespective of the result of the undertaking for which 
those services are required. The question whether there will 
be loss or profit, whether, in a given case, the factors of pro- 

vom Unternehmergemnn, Leipsic, 1884 ; and Dr. V. Mataja, Der Unternehmer- 
gewinn, Vienna, 1884. [I cannot wholly adopt the views of any of these authors ; 
but my views do not differ widely from those of Von Mangoldt.] 
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duction will be employed to tbe worst or the best advantage, 
has no direct influence upon the compensation of landowner, 
capitalist, or labourer ; but it has upon that of the entre- 
freneuTy for with him rests the responsibility of the enter- 
prise. That is why he is entrusted with the control of so 
many important interests. People rely on the soundness of 
his judgment, because they know that any false step which 
he may take will bring him loss, whereas prudence combined 
with courage and discernment will lead to his advantage. 

Thus the entrepreneur not only guides and controls, he 
also incurs risk. He may open a shop and get no customers ; 
he may build a factory and find that his products do not 
sell ; when he orders or exports goods, he runs a risk of losing 
capital. The chances of loss may be many or few; no enter- 
prise is conceivable in which the entrepreneur does not incur 
a certain risk. Those who wish to avoid such risk must put 
out their capital at interest, or give their services in return 
for wages or salary. 

The entrepreneur, therefore, incurs a special kind of risk. 
The person who puts out his capital at interest also incurs 
risk ; his debtor may be insolvent, the securities on which 
he advanced his money may prove inadequate. Even the 
labourer is not always sure of receiving the full amount of 
the wages for which he has agreed to work. The entre- 
preneur is also exposed to risks of this kind, but at the 
same time he incurs a further risk from which the other two 
classes of persons are immune. His efforts and anxiety go for 
nothing, in fact they cause him damage, not only in the event 
of one or other of his debtors stopping payment, but also in 
the event of his enterprise failing to meet the wants of the 
community. A merchant sends manufactured goods to Java ; 
his venture will result in loss if it should happen that the 
market in Java is so glutted with manufactured goods that 
the article has fallen in price, or if the rice crop in Java has 
turned out so bad that food stuffs are much more needed than 
manufactured goods. A spinner makes yarn from raw cotton ; 
he will lose by his work if the wants of the community are such 
that no necessity exists for the conversion of any more cotton 
into yarn. A shipbuilder constructs a new vessel ; that 
vessel will not pay, if freights happen to be very low ; that is 
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to say, if the supply of ships be already very large, so that no 
necessity exists for providing any more. The prices of things 
indicate the wants of the community, and how much it is 
willing to pay for the satisfaction of those wants ; but all prices 
are liable to change, and frequently an article will sell badly, 
although its production was determined upon when a high 
price was being offered for it. This is what gives rise to the 
risk of the entrepreneur. Neither the merchant nor the 
manufacturer stipulates in advance for a fixed remuneration 
for his labour. Even if the price which he is to get for his 
goods should be fixed before he delivers them, as in the case 
of many contracts, it still remains uncertain whether he will 
gain or lose by his venture, for the circumstances may be 
favourable or unfavourable to him. Eisks are incurred even 
by the entrepreneur who works solely to order. To do this he 
must have plant and machinery, and he will probably have to 
keep a number of workmen in his permanent employ ; all this 
will prove a source of loss to him if orders fail to come in. 

We venture to think that the service performed by the 
entrepreneur has now been sufficiently illustrated. His service 
is labour — a special kind of labour, it is true, but a kind which 
is always attended with peculiar difficulties. Profit is the 
remuneration of this labour— the wage received by the entre- 
preneur for the effort and anxiety which he has undergone. 
We have already seen that wages and interest are included in 
the result of productive enterprise. Now, that which accrues 
to the entrepreneur in his own capacity forms a part of the 
first, not of the second, of these groups; it forms a part of 
wages, if we use that word in a very wide sense. 

Some writers have objected to profit being called remunera- 
tion of labour, on the ground that it is frequently enjoyed by 
persons who have performed no labour, as, for instance, by 
shareholders in a joint-stock company paying high dividends. 
But in such cases the entrepreneurs get their labour done by 
other people, to whom they give a portion of the profit in the 
shape of wages or bonus or a combination of both. Speaking 
in a strictly scientific way, the figure which really represents 
the profit of a joint-stock company is altogether different from 
the figure usually accepted as representing that profit. It is 
the sum available for dividend minus such part of that sum as 
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may be regarded as consisting purely of interest on capital, but 
plus all that may accrue to the managing directors. Owing 
to causes wbicb will be mentioned presently, tbe profits of 
some entrepreneurs are very much higher than those of others. 
Where this is the case, the entrepreneur will always be able to 
' get bis work done for him by other people and still retain 
some profit for himself. 

Would any one object to brokerage being called wages of 
labour, on the ground that many brokers earn it by means 
of hired labour ? Sinoilarly the profits made by entrepreneurs 
are the remuneration which they receive for their efforts, not- 
withstanding the fact that many entrepreneurs manage to evade 
these efforts.^ 

The profit of the entrepreneur may be regarded as con- 
sisting of three parts, viz. compensation for risk, entrepreneur's 
wages properly so-called, and surplus. These parts do not 
differ from one another generically ; everything that the entre- 
preneur enjoys in his capacity of entrepreneur is profit. But 
there is no simpler way of explaining the inequality in the 
profits of different entrepreneurs than to examine each com- 
ponent part of those profits in turn, and endeavour to dis- 
cover the causes which determine its amount. 

§2 

The Compensation for Entrepreneurs* Eisk 

Let us first consider the humblest class of entrepreneurs, the 
class to which the street hawker belongs. The boy who sells 
newspapers at a railway station may be an entrepreneur ; so is 
the man or woman who hawks round matches, or vegetables, or 
fruit. We not only may, we must, call them so, since there is 
nothing in their occupation to distinguish it generically from 
that of the merchant, or the manufacturer, or the shipowner, 
or the agriculturist. Just as large shopkeepers buy goods and 
try to sell them for more than they paid for them, so do the 
street hawkers. In so far as the hawker is not a wage-earning 
worker, he incurs a certain risk, just as the greatest merchant 

1 These remarks are more especially directed against Dr. Mat A J a, whose 
view of entrepreneurs profits is far too restricted. 
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does. He may sell mucL. or little, and in the latter case he has 
to bear a loss. He enjoys, not an income, of which the amount 
is stipulated in advance, but a profit, of which the amount 
cannot be ascertained until after his goods have been sold. 

In this humblest class of entrepreneurs are also included 
such workmen as employ their spare time in making things, 
which they afterwards try to sell. If they prosper and 
manage to acquire a little capital, they frequently leave their 
employers and emerge as small masters ; we find the journey- 
man carpenter becoming a master carpenter, the journeyman 
shoemaker a master shoemaker, and in doing so he becomes 
more of an entrepreneur than he was before. He will have to 
procure raw materials, and in this he may be lucky or the 
reverse ; he will probably have to take a journeyman and a 
lad into his service and pay them fixed wages; he will rent 
a little shop in which to carry on his business. All this 
exposes him to the risk of losing. His income is not wholly 
fixed in advance, but depends to a great extent upon how his 
business turns out. 

We said just now that he becomes more of an entrepreneur 
than he was before, thereby implying that he does not quite 
cease to be an ordinary workman. He will, in fact, continue 
in many respects to be an ordinary workman. He will not 
confine himself to directing and superintending, or to calling 
upon his customers for orders; he will also execute part of 
these orders himself. He will often have to improve or repair 
things too, and these services wiU procure him an income 
which may quite properly be termed wages of labour. The 
income of a smaU master of this kind is therefore very com- 
posite ; it is compounded of wages and entrepreneur's profit, 
and in many cases it is difficult to distinguish the one from 
the other. 

Especially in towns, we find small entrepreneurs in great num- 
bers ; but they also form a numerous class in country districts, 
chiefly in parts where agriculture is carried on by small farmers 
or peasant proprietors. There is, accordingly, no clear line of 
demarcation between the workman and entrepreneur groups ; 
there is, in fact, a point where the two groups become merged 
in each other, and where the entrepreneur is not to be distin- 
guished either socially or economically from the wage-earner. 
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On what, then, does it depend whether there will be many or 
few who cross this almost invisible boundary line from either 
side ? What are the circumstances which may prevail upon 
the workman to become an entrepreneur^ or upon the small entre- 
preneur to become a simple workman, or (after having done this) 
to revert to his former condition ? When we have answered this 
question, we shall have taken the first step towards explaining 
the laws which govern the profits of entrepreneurs. 

Let us fancy ourselves, firstly, in the position of a work- 
man who has for some time been contemplating a scheme for 
setting up in business on his own account ; and secondly, in the 
position of a small master, who, having prospered but little, 
is thinking of selling his business. The reflections of both of 
these men will have much in common. The workman asks 
himself how much he will be able to earn as B.n entrepreneur ; 

I the small master, who already knows all he desires to know on 

[ this point, has formed a definite opinion on the subject of his 

i earnings ; but both institute a comparison of which the terms 

f are — ^profit of entrepreneur and wages of labour. Should the 

workman conclude that, as an entrepreneur^ will have a 
smaller income than he has as a simple wage-earner, he will 
remain what he is ; should the small entrepreneur, who can 
scarcely make ends meet, conclude that he would better him- 
self by becoming a simple wage-earner, he will become one. -i 

I Thus there is a close relation between profits of small entre- ' J 

I preneurs and rates of wages. If profits rise and wages fall, 

\ many workmen will become entrepreneurs / if profits fall and 

I wages rise, the reverse will frequently happen ; certainly, j 

f in the latter case, the number of small entrepreneurs will 

: not increase to any appreciable extent. Thus there is, for 

small entrepreneurs, a certain minimum profit, the amount of 
which is indicated by the wages which, with such talents as 
they possess, they could earn as workmen. The small master 
baker may turn journeyman baker, the small master carpenter 
may enter the service of a large employer in his trade, the 
small farmer may become a labourer, the small shopkeeper 
a shop assistant. The income which each of these persons 
could earn as a workman indicates the minimum to which it 
is possible for his profits as an entrepreneur ultimately to 
descend. 
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Butj as a rule, the profits will not fall quite so low as this 
minimum. If it were possible to earn as much in the position 
of a wage workman as in that of an entrepreneur, there would 
be no compensation for the risks inevitably involved in 
every enterprise. The minimum just spoken of has reference 
therefore, only to what we called the wages of the entre- 
preneur, It represents the remuneration which accrues to 
him for his labour and exertions, but it provides no compen- 
sation whatever for the anxieties which he has undergone, or 
for the risks to which his capital has been exposed. These 
anxieties and risks are enough to deter many a workman from 
becoming an entrepreneur. And the more powerfully they 
operate as deterrents, owing to their number and magnitude, 
the more difficult do they make it, even for those workmen 
who are ambitious to become entrepreneurs, to realise that 
ambition ; for it requires capital in order to become an entre- 
preneur, and there is difficulty in procuring capital for an 
undertaking in which the chances of loss are great. More- 
over, a workman who has managed to get together enough 
capital to enable him to set up in business for himself, will 
not be easily induced to risk much ; a workman who is given 
to saving is circumspect and cautious. We may there- 
fore assume that the lowest profits in any trade will remain, 
on an average, at a figure somewhat above the minimum 
spoken of, and that their figure will exceed that minimum in 
proportion as the risks incurred by entrepreneurs in that trade 
are reputed greater. 

The difference between the whole profit of the entrepreneur"^ 
and that part of it which constitutes his wages of superintendence 
is naturally greatest in those trades which are generally held 
to be attended with numerous risks. Hence everything which 
lessens the risks incurred by entrepreneurs will tend to diminish 
the total profits which accrue to them. In the days when the 
insurance system was less developed than now, trading with 
countries out of Europe was a business involving much risk, 
and those who engaged in it were exposed to much heavier 
losses than can possibly befall them now. There was, there- 
fore, little temptation for small capitalists to engage in foreign 
trade; only large capitalists who were in a position to dis- 
tribute their risks very widely could take part in it.* The 
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profits obtained from tbis class of trade must therefore have 
been much larger in past centuries than they are at the present 
day ; not because they included more entrepreneurs' wages, but 
because the compensation for risk was larger. 

In our days, compensation for risk does not usually 
amount to very much ; in almost every branch of business it 
has been reduced to a minimum which, in some cases, may 
even be said to be too low. This has been brought about by 
various causes besides the one already mentioned, as, for ex- 
ample, by the extension of the credit system, the stricter appli- 
cation and more equitable dldministration of laws, increasing 
ambition in many to raise themselves from the station in 
which they were born. An entrepreneur y unless h§ belong to 
the hawker class already referred to, is usually regarded as 
■ socially superior to a wage-earning workman, and the desire to 

I rise, or the fear to descend in the social scale causes many to 

[ underestimate the risks attaching to an enterprise. But there 

I is a further cause, one that has operated at all times, and with 

a force that shows no sign of abating, namely, the tendency in 
people to overestimate their own strength and abilities. A 
man starts in a line of business in which many others are 
making only a bare living, but he attributes their want of 
success to lack of shrewdness, or energy, or enterprise. He 
attempts what others have attempted times out of number, but 
he succeeds no better than they. We do not mean to imply 
by all this that compensation for risk no longer enters into 
the composition of profits ; only that it has ceased to form a 
very important element in profits. 

Nowadays the wages of the entrepreneur — ^for as yet we 
are disregarding his surplus — constitute the chief element in 
most profits. Owing to the causes which we have enumerated, 
compensation for risk is growing smaller and smaller every day. 
If any one wants to secure entrepreneurs' profit strictly so- 
called, he must superintend his business in person ; if he pays 
others to do this for him, and thus abandons his opportunity of 
earning the wages of an entrepreneur^ he cannot reckon upon 
getting more than a moderate interest on his capital. Ciccum- 
stances may favour him, it is true ; he may be in a position to 
work more cheaply than his competitors ; but if he has to 
work .rmder the same conditions as the least favourably 
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situated of these competitors, he must choose between acting as 
his own manager — ^in which case he will draw entrepreneurs^ 
wages— or entrusting the management to hired persons. In 
the latter case, however, his profits will be insignificant, and 
he will have to content himself with interest on his capital. 

§3 

Entrepreneurs* Wages 

. We now propose to consider the causes upon which the 
entrepreneurs' wages depend. These wages are the price which 
he receives for the services rendered by him in his capacity 
of entrepreneur^ and we know that the only normal price is 
that at which perfect equilibrium exists between demand and 
supply. In order, therefore, to discover the laws which deter- 
mine the point of equilibrium between demand and supply in 
the matter oi entrepreneurs' services, we must consider each 
in succession. 

I, The demand for the services of entrepreneurs depends, 
in the first place, upon the number of the population ; thus a 
much larger number of entrepreneurs will be needed in a large 
town than in a small one. It also depends upon the material 
welfare of the population ; where there is much poverty, 
merchants, shopkeepers, and manufacturers will have very 
little to do. An important influence upon the demand for 
entrepreneurs' services of a particular kind, that is to say, for 
the services of merchants capable of conducting foreign trade, 
is exercised by the question, whether or not a country yields 
much produce of a kind suitable for exportation ; if this be 
the case, there will be a need for persons prepared to unfler- 
take this export trade. As improving the means of cctomuni- 
cation and reducing the duties on imported goods greatly 
stimulate international trade, we may conclude that they have 
an equally stimulating efiect upon the demand for the services 
of merchants and shipowners. When England abolished her 
Corn Laws, reduced her duties on foreign manufactures, and 
remodelled her Merchant Shipping Laws; when the other 
countries of Europe gradually followed her example by extend- 
ing the application of free-trade principles, not only was the 
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general welfare advanced by these measnresj but a new field 
was also opened up to the entrepreneurs, whose services 
were thenceforward needed for the purpose of exporting and 
importing numbers of articles previously outside the field of 
international trade. 

It must be observed, however, that, through the extension 
of the system of producing on a large scale, entrepreneurs, 
whose services were formerly indispensable, are being gradu- 
ally rendered superfluous. But there is another tendency 
discernible in various departments and operating even more 
strongly in the same direction; we find producers and con- 
sumers coming as closely as possible into touch with one 
another, and middlemen being reduced to the smallest possible 
number. It cannot be denied that, owing to these causes, the 
relative share of the whole body of entrepreneurs in the 
aggregate income of the community is steadily tending to 
become smaller, since it becomes more and more possible to 
dispense with their services. The interests of the entre- 
preneur class are not in all respects identical with those of 
the community, as we shall have plenty of opportunities of 
showing later on. 

With regard to the demand for the services of entre- 
preneurs, it is further to be noted that a need exists, not only 
for diSerent classes of entrepreneurs, but also for a variety of 
groups within each class. A poor man prefers to buy his 
furniture in an unpretentious warehouse ; a wealthy man likes 
to be received by a well-dressed individual in a smart shop, 
situated in a fashionable quarter. But rich and poor have this 
in common, that, in the matter of goods of which fresh suppHes 
have to be procured from day to day, both prefer to deal with 
tradesmen in their immediate neighbourhood. This explains 
the necessity for the great multitude of small shops to be seen, 
more especially in large towns. In buying goods which we 
require only occasionally, we go wherever they are to be had 
of the best quality at the lowest price ; but the butcher, 
the baker, the greengrocer must live in the neighbourhood. 
A manufacturing baker who desires to sell large quantities of 
bread must establish depSts in every quarter of the town ; were 
he to neglect to do so, his sales would be small. This accounts 
for the fact that, even in densely populated towns, there are 
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not very many large stores for the sale of articles of daily 

consumption. ^ 

II. Let us now consider the supply of ewlre'pTenews 
services ; this supply depends upon the causes which deter- 
mine the supply of services of every description. Entre- 
pr&neuTs’ wages are remuneration for labour, and whoever 
works for his living demands a normal remuneration for his 
labour. Not all perhaps, but certainly most of us, are m a 
position to choose between two ways of working; we may 
work on our own account, or we may work for another , in 
the former case the remuneration which accrues to us for our 
effort is termed profit ; in the latter, it is termed wages or 
salary. What determines our choice 1 In this matter all 
kinds of motives may operate, such as ambition, love of ease, 
a taste or a distaste for a particular occupation ; but so long 
as these various motives cause as many people to decide upon 
the one course as upon the other, the choice will be finally 
determined by the consideration of the probability of advan- 
tage. The person who draws entre'preneurs’ wages must not, 
on an average, earn less than the person working with equal 
strength and natural abilities for other people. Failmg this, 
the supply of entTepreneurs’ services will ultimately diminish 
to a point at which the remuneration for both kinds of services 

will be equal. .nr r. 

This has already been partly demonstrated. We have 

seen that there is a minimum profit, at which the supply 
of the most inferior kind of entrepreneurs' services ceases 
altogether to be forthcoming, and that this minimum is de- 
termined by the income which a small master or shopkeeper 
would be able to earn as a wage worker. But this applies to 
all entrepreneurs’ services. The man who possesses a know- 
ledge of commerce may become a merchant, but also a broker 
or an agent, or, if necessary, an accountant or a chief clerk; 
the man who has technical knowledge may become a manu- 
facturer, but also a manager of a factory, or an engineer ; a 
person who understands banking may become a banker, if 
he is rich enough, but he may also become manager or 
assistant-manager of a bank. In short, there is nobody 
nowadays, possessing aptitude for any branch of work, who 
could not earn a certain wage or salary in the service of 
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others. The person in business on his own account compares 
his income with that wage or salary, while the person receiv- 
ing a wage or a salary compares his income with the profits of 
those whom he regards as no more than his equals in rank or 
ability. The result of this comparison determines whether or 
not many persons employed for wages or salary will become 
mirefrmeurs* 

It is more especially in cases where people have to choose 
a profession that they make a very careful comparison between 
profits and fixed stipends. A young man has completed his 
studies at a technical training college, and has a chance of 
being taken into a manufacturing concern, with the prospect 
of speedily attaining a partnership ; but he has also the offer 
of an appointment as engineer to a railway company. After 
reflecting for a long time, he forms his decision. But in what 
can his reflections have consisted, if not in making an exact 
comparison between profits and wages ; and what influenced his 
decision if not the magnitude of the income which he expected 
to derive from the manufacturing concern as compared with 
the salary which he would receive as engineer to the railway 
company? Or to take another illustration. A man who has 
had a commercial training is about to establish himself in 
business. He has sufficient capital to enable him to set up 
for himself on a modest scale, but he hesitates, owing to the 
poor returns which others are getting in the trade. Somebody 
now offers him a situation as correspondent in a large counting- 
house. Will he accept the appointment ? Not before he has 
made a comparison between the income which it can yield him 
and that which, according to his estimate, he would be able to 
make as a merchant; and in making this comparison he will 
take due account of the risks of an entrepreneur. Thus 
entrepreneurs^ wages cannot, in the long-run, and on the 
average, be lower than the wages for other labour entailing 
the same amount of trouble and effort, and requiring the same 
personal qualifications. 

They cannot be lower, but neither can they be much 
higher; the minimum here is also the maximum. For, the 
result of the comparison which determines whether many 
entrepreneurs shall become wage or salary earners, also deter- 
mines whether many shall pass out of the latter into the former 
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status. If entrepreneurs^ wages be much higher than wages 
paid for the same quality of labour performed in the service of 
others, the supply of entrepreneurs^ services must become much 
more plentiful. A person desirous of setting up in business 
on his own account frequently has difficulty in obtaining the 
needful capital, and this difficulty has a tendency to restrict 
competition in certain trades ; on the other hand, many people 
have too high an opinion of their abilities, or are too hopeful 
of the future, and this tends to increase competition. We can 
give instances of trades in which even the least favourably 
situated entrepreneur earns more than the man who is his equal 
in social rank and ability, but who works for wages or salary ; 
but it would be equally easy to give instances of the reverse. 
How many a merchant would accept a situation as bookkeeper 
or correspondent if his sense of pride would only permit him ! 

It depends entirely upon the extent to which a need 
exists for the services of entrepreneurs^ how much of those 
services will be demanded at the minimum rate of remunera- 
tion ; but so long as the profit to be obtained, over and above 
compensation for risk, exceeds that rate of remuneration, the 
supply of entrepreneurs^ services will not be deficient. We 
must not, however, lose sight of the fact that that rate of 
remuneration may itself rise or fall. It will rise if rates of 
wages and salaries obtainable in the service of others go up, 
and it will fall if they go down. For, if the wages and 
salaries obtainable in the service of others were to rise while 
entrepreneurs' wages remained stationary, the status of entre- 
preneur would lose its attraction for many ; and the reverse 
would happen if they went down while entrepreneurs' wages 
remained the same. It follows, therefore, that the wages of 
entrepreneurs are governed by the same laws as wages in general. 

It may be as well to add here, that a distinction has to be 
made between the profits which a merchant or manufacturer 
realises in a given period of time and those which he realises 
on a given article. The latter may be great while the former 
are small ; in the same way the profit on each transaction may 
be slight while the total profits for the year may be very large. 
There is nothing puzzling in this if we reflect that the 
number of transactions may be large or small ; the smaller 
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the number, the larger the profit which the entrepreneur will 
have to make on each. Large sales may be made at a 
small profit, or small sales at a large profit per unit, and the 
result may be the same in both cases. This leads us to a 
further observation which is of some importance. There fre- 
quently exists among shopkeepers a tacit agreement with 
reference to the profit which they must realise on a given 
quantity in order to secure a reasonable minimum of income. 
We may, as a rule, be certain — and we owe it to free com- 
petition — ^that, in the long-run, the aggregate entrepreneurs^ 
wages of a shopkeeper will not exceed this minimum. What 
some receive in excess of that figure is entrepreneurs'" surplus, 
of which we shall have more to say presently. What we 
cannot be quite sure of is, that shopkeepers will always fix 
their prices in such manner as shall best accord with their 
own interests as well as with those of the public. For all we 
know, they might sometimes earn just as much — even more, 
while competition did not become keener — ^if they fixed 
the amount of the profit to be made on a given quantity at a 
lower figure. A person seldom sets up for himself as a shop- 
keeper without having previously served as a shop assistant ; 
that is, without having passed a number of years in an environ- 
ment where he was subject to the influence of the ideas of 
people who had long been themselves engaged in business such 
as he is about to start. These ideas sometimes embody the 
results of careful observation, but they are frequently tainted 
with pettiness and ignorance ; it is not at all unlikely that 
those who follow them blindly sometimes find themselves on 
the wrong track. So long as there is nothing to compel a 
man to revise his ideas, he is in danger of neglecting to do so, 
and shopkeepers do not as a rule belong to the class which is 
least subject to the influence of precedent. We do not mean 
to imply that the complaints frequently made of the high 
prices charged by shopkeepers are always justifiable; but 
neither do we intend that the theory here set forth should be 
invoked in support of a contention that they are unjustifiable. 
The total entrepreneurs' wages of a shopkeeper may be very 
moderate, even though it should be possible for the profit 
which he makes on each article to be reduced considerably 
without causing him any loss. 
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§4 

Entrepreneurs’ Surplus 

What has already been said only partly enables us to 
account for the great inequality which we find in the profits 
of different entrefreneurs. Many profits contain an ingredient 
to which we have not hitherto given our attention, viz. entre- 
preneurs’ surplus, or, as it has been called by some, entre- 
preneurs^ rent.^ 

Profit consists, in part, of compensation for risk; and as 
risks may differ very much, we have here at once a source of 
inequality. It also consists, in part, of entrepreneurs^ wages, 
that is to say, of • remuneration accruing to the entrepreneur 
for his labour; and as all do not perform the same kind of 
labour, we need not be surprised if one entrepreneur gets more 
profit than another. The industrious workman gets higher 
wages than the sluggard, the competent clerk is paid more than 
the incompetent ; it is quite reasonable therefore that the 
books of a hard-working and capable entrepreneur should show 
a larger balance of profit at the end of the year than those 
of his less industrious and less capable competitors. We are 
therefore able to account for a good deal of the inequality in 
profits when we consider two of the components of profit, viz. 
compensation for risk and wages of entrepreneur. But we 
cannot account in this manner for the whole of the inequality. 
There are numberless instances of employers who work as 
hard and as well as others and yet earn a great deal less. 

For, the circumstances under which work is performed are 
not the same for everybody. One man carries on an old, 
well-established business ; another has had to work up all his 
connection himself. One trades under a name that commands 
general confidence ; another,, though equally trustworthy, is 
quite unknown. One has a large capital, and is therefore 
able to work at a minimum cost; another has less capital, 
and is therefore unable to procure the best machinery and to 
adopt the best system of division of labour. Two persons each 


^ See more especially Dr. H. von Mangoldt’s excellent little work. Die 
Lehre mm UnterneJimergewinn, Leipsic, 1855. 
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start a stop, and at the outset there is no apparent reason why 
their profits should be unequal; nevertheless, one of them 
makes a fortune and the other becomes poor. For, just as one 
of the shops had been opened something or other happened 
which rendered its situation very favourable, while the neigh- 
bourhood in which the other man started became unpopular. 
It is quite possible that the man who became poor worked 
the harder of the two. 

Whatever an entrefreneur earns in excess of what is 
earned by the least favourably situated of Ms competitors, or, 
to express it more correctly, all that he earns in excess of his 
wages as entrepreneur and his compensation for risk, is entre- 
preneurs' surplus. TMs surplus has frequently been likened 
to the rent of land; it cannot be denied that there are many 
points of resemblance between them. Just as good land 5delds 
more than bad, if equal quantities of capital and labour be 
applied to both, so also does the manufacturer who works 
under very favourable circumstances obtain, for the same out- 
lay, more products than another who has not the same 
advantages. But there is also dissimilarity between the rent 
of land and the surplus of the entrepreneur ; for the former 
must always increase as the population increases, wMle 
tMs can by no means be said of the latter. The greater 
the surplus of entrepreneurs^ the greater the possibihty of its 
disappearing altogether. For instance, a manufacturer is 
making exceptional profits owing to the fact that he is 
working with a large capital ; the smaller manufacturers 
will now make every possible efiort to acquire as large a 
capital as their fortunate competitor, and in so far as they 
succeed in doing so, his profits will become smaller. Owing to 
its favourable situation, a shop enjoys a very large custom ; the 
other shopkeepers will now do all in their power to increase 
their sales; perhaps they will content themselves with a 
smaller profit. A merchant or a banker has a first-class con- 
nection, so that he manages to earn a large income without 
any great effort. Others will now endeavour to spoil Ms 
connection, and we know to what means they are capable of 
resorting in order to dp so. The landowner need have no 
concern beyond seeing that Ms land is kept in good condi- 
tion; but grievous disappointment would await any entre- 
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meneur who failed to keep pace with the tim^ and felt 
Lured that his surplus would not diminish. Thus^enirc- 
Wmeurs^ surplus, though having much in common with the 
rent of land, is not altogether governed by the same laws. 

No doubt all who engage in business endeavour to secure 
entrepreneurs^ surplus, and in so far as the means employed to 
this end are honourable, the result for rnanfand is very 
fortunate. But these honourable means consist m endeavour- 
ing to minimise the exertion involved in production and to 
suLly the best goods at the lowest possible price.^ Suppose 
there were no longer such a thing as eMrepremurs s^pl^ l 
suppose, for example, that those who secured it had to hand it 
over to the State : what incentive would remam forpeople to 
adopt improved methods of applying capital and labom, or 
to estabUsh new commercial relations? The abohtion of this 
surplus would no doubt help towards efiectmg a more imiform 
distribution of the social income, but its effect on produc ion 
would be most adverse. The same must be said of a very 
large number of other measures which would have an equa y 
favourable effect upon the distribution of incom^ a circum- 
stance which is only too frequently forgotten. People often 
imagine that they have adduced a conclusive argument m 
favour of a proposed social reform, when they have been a,ble 
to show that its adoption would remove much of the 
which characterises the distribution of wealth. As il tins 
were the sole object with which we need concern omselves . 

Is it conceivable that, in a given branch of industry, every 
entrepreneur wiU secure surplus? The most infenor land, as 
we know, yields no rent; are not enterprises which enjoy no 
economic advantages to be compared with the least fertile 
of the cultivated lands, and must we not conclude that 
those who own such enterprises are unable to obtam any 
surplus whatever ? As a rule, yes ; the merchant, shopkeeper, 
or manufacturer who works under circumstances which pve 
him no advantage over his competitors must, as a rule, conten 
himself with compensation for his risk and remuneration for 
his labour. The income of numberless small entrepreneurs, 
who are lacking neither in sMll nor ability, scarcely amounts 
to that of foremen in the same trade. How many find the 
greatest difficulty in holding their own in the struggle for 
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existence, either because they have too little capital or 
because they have other drawbacks to contend with ! 

The products of the various enterprises in a given branch 
of industry may in most cases be represented as in the follow- 
ing diagram 



The whole of the space included within the diagram 
represents the total sum reahsed on the products of a given 
branch of industry. All below the line AB compensates the 
entrepreneur for the wages and interest which he has had to 
pay ; all above that line is profit. The profit diminishes for 
each of the spaces into which the area is divided, according 
as we approach the marginal point B. In space 1 it is very 
large, in space 8 it amounts to scarcely anything. Branches 
of industry in which the condition of things corresponds to 
that set forth in the above diagram are incapable of exten- 
sion, unless the effort involved in production be diminished 
or the demand for the product increased. Tor, if the 
supply be increased, the price of the product will fall, and 
will thus (iimim'sh the gross amount realised ; we might 
illustrate this by supposing the line CB in the diagram to fall 
somewhat lower down. But if this line were to faU lower 
down, the position of the entrepreneurs in space 8 — those 
having no economic advantages — ^would be rendered im- 
possible ; they would become losers instead of gainers. 
Similarly, it would be impossible for wages and interest 
to keep constantly rising in the same branch of in- 
dustry ; for this would make it necessary for the line AB 
to move higher up, the result of which would be the same as 
that of bringing the line CB lower down. In short, in 
industries of this kind, the profits oi entrepreneurs who^ enjoy 
no economic advantages are exceedingly small ; the slightest 
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drop in prices or rise in wages and interest suffices to reduce 

their profits to nil. ■, t f j. 

Such is the condition of things in most branches of enter- 
prise. Owing to the keen competition prevaihng all around, 
production is generally continued to the utmost point at 
which it is capable of yielding any profit. So long as a 
normal profit is to be got in any direction, people are generally 
to be met with who want to secure that profit. How often, 
in fact, do we not find the utmost limits of profitable 
tion being overstepped ! ^ Many undertakings are established 
upon the ruins of others, of which the bmldings and machmery 
have been purchased for less than they cost. And so strong 
and so general a thing is attachment to long-estabhshed 
custom, that many people will continue to carry on a business 
even though it should scarcely compensate them any longer 
for their trouble, or yield them interest on the capital 
which they have invested in it. Numberless mstances of 
this are to be met with, as we have already noted, in expiring 
industries, or in industries in which the small man is bemg 

ousted by the large capitalist. . 

Nevertheless, we should be going too far, were we to give 
an absolutely negative answer to the question stated above; 
for, it is not altogether inconceivable that the whole of the 
entrepreneurs engaged in a particular branch of industry 
should be able to secure a certain amount of surplus. 
In the first place, they may have a monopoly, in no 
European country, for example, is everybody at hberty to 
start a bank of issue ; hence few such banks in Emope are 
debarred the opportunity of earning entrepreneurs surplus. 
In the second place, it is possible that the advantages obtain- 
able in a given branch, of industry are not well enoug nown 
to attract a sufficient number of competitors. How can we be 
sure that there are not still certain industries m which more 
than normal profits are being made ? The people who are 
these profits would be the last to give publicity to the 


1 According to Leboy-Bbattmev {.Ussai mr h Repartition ies 
five to six thousand out of a total of a mfifion and a 

Hcenoes faU in business every year. Assu^g, says tto ^ ^ 

business lasts, on an average. 20 years, it follows that from 8 to 10 per cen . 
all businesses fail (see second edition, p. 304:). 
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fact. Finally, wKen an industry is in process of rapid 
development, it is not only conceivable, it is inevitable, that 
tbe whole of the entrepreneurs engaged in it should be able to 
obtain surplus, if only for a short time. Let us refer once 
more to the diagram on p. 251, and imagine the line CB to 
have been raised considerably owing to an advance in prices. 

The result would be that the producers coming within space 

8, who had previously to be content with scanty entrepreneurs" 

wages, and a barely adequate compensation for risk, would 

now be able to secure surplus. This would probably not 

last long, as production would Soon be increased ; room would 

have to be made in the diagram for a ninth or even a tenth 

space, so that the line CB, after having been moved up, would | 

have to fall back again, with the result that those who were 

then enjoying no economic advantages would be deprived of 

the possibility of securing surplus. But, for a time at any 

rate, surplus would have accrued to every entrepreneur who 

was seeking a livehhood in that particular branch of industry. . 

Some little way back we drew a comparison between entre- 
preneurs" surplus and rent of land ; there is this further point 
of resemblance between these two, that both admit of being 
capitalised. In order to be able to acquire an annual income 
from the possession of land, people are quite willing to pay a 
certain sum ; hence good and well-situated land always possesses 
a value. Similarly, people are quite willing to pay a certain 
sum with the object of receiving an annual entrepreneurs" sur- 
plus ; hence a “ goodwill ’’ frequently possesses value. The 
owner of a shop enjoying good custom, for example, upon 
retiring often succeeds in disposing of his business at a price 
which includes more than the value of the goods taken over by 
the purchaser ; the excess consists of capitalised entrepreneurs" 
surplus. The purchaser counts upon this surplus accruing to 
biTYi with the business. He deems it more advantageous to 
purchase a going concern at a sacrifice of a certain amount 
of capital than to start a shop in another quarter. In the 
same way, many an agriculturist prefers to pay a high price 
for land than to settle on a tract which he could get for a 
nominal price. 

There is yet another point of resemblance between rent and 
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entrepreneurs’ surplus. A landowner, by improving bis land, 
can make it yield more rent; similarly an entrepreneur,^ by 
performing a judicious act at a given moment, can sometimes 
secure a lasting surplus for bimseb and for those who come 
after him. A son frequently reaps advantage from the 
wisdom which his father displayed in starting a shop at a 
particular spot, or building a factory in a particular locahty, 
where it had the best chance of succeeding. And just as it is 
in the power of the landowner to add considerably to the 
value of his land by managing it judiciously, so is it in the 
power of the entreprmeur to manage his business ^ in such^ a 
way as to procure a good name for it and thereby increase its 
value. The special advantages which he himself will reap 
from this can only be regarded as extra entrepreneurs’ wages, 
but the fruits which his successors will gather as the result 
of his care and industry will be entrepreneurs’ surplus. Thus 
it will be seen that this surplus is not merely the result of 
chance, but frequently has its origin in man’s activity and 
forethought. 

By way of completing the comparison between the rent 
of land and entrepreneurs’ surplus, we would point out that 
neither the one nor the other can have any influence upon the 
prices of goods. Once a person has taken over a business and 
paid a certain sum for the right to carry it on, he will never 
be able to recoup himself out of others for the interest on 
that sum. Should he be disappointed, should the business 
fail to yield this interest over and above the ordinary profits 
obtained in other businesses of the same kind, only one result 
is possible, namely, that he himself wiU sustain a loss, not 
that his enterprise wiU cease to be carried on. It is qmte 
possible that he himself wiU give it up ; but it wiU at once 
be taken over by some one else. Nor can the prices of goods 
be affected by the taxation of entrepreneurs’ surplus, any more 
than the prices of agricultural produce can be increased by 
the taxation of land, provided the tax be confined to the rent 
of the land. The taxation of entrepreneurs’ surplus dimmishes 
the gains of those upon whom it is imposed, and beyond this 

it has no effects whatever. _ ■, n 

What has been said in the present section should sumce 
to clear up whatever was left unexplained in the previous 
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sections with regard to inequality in the profits of entre- 
f renews. Where, as a rule, more than ordinary profits are 
being made, it is because exceptional dangers are being faced 
with success, or exceptional talents and attainments are being 
displayed in conjunction with great industry and care, or, 
finally, because advantage is being taken of circumstances 
more favourable than those in which the majority of the 
entreprenews in the same branch of industry are placed. It 
is not always easy to deternaine which of these three causes 
has contributed most towards the profits of a given individual ; 
but if we regard entreprenews' profits in the aggregate, as an 
item of the nation’s income, we see at once that they consist 
primarily of the wages of entrepreneurs; compensation for 
risk counts for but little, and a large share of the surplus 
arising out of favourable circumstances can only accrue to a 
minority, as the very favourably situated ones can never form 
a very large number. Remuneration for labour therefore 
remains as the chief ingredient in entrepreneurs' profits. 

The question has frequently arisen, whether the theory of 
profits ought not to be treated as a branch of the theory of 
wages ; indeed, there are good reasons why it should be so 
treated. There is no fundamental difference between labour 
performed for profit and labour performed for a wage; both 
imply the performance of services entailing the exercise of 
personal powers and talents. The main reason why the 
subject of profit requires to be treated separately is that 
profit consists not only of the wages of entrepreneurs, but also 
of the two other ingredients which we have described. 


CHAPTER VI 

THE WAGES OE LABOUR 


§ 1 

General Laws wMcli determine Wages 

w, were inveetigating the eamea which deterame the 

i'iS' t“ ^°L’Z,vemw. their 

wffl probably be fonnd possible to yiew tta stotcioent 
in “cta.rhght after the distinction made .n the prece.^ 
^.a^feTbetwin the elements ol which the p.o4t o,f e«^r«- 
ft made up, and more especially after the e^lanafton 

P origin of entrepreneurs surplus. Th. 

there given ^ to the product reahsed in a 

diagram , ^ry hut it may also be used for showmg 

rr SW t; product realised by the whole 

“ a Jp^jtioned between landowners and e^re- 

community PP the remaining contributors 

frewurs on the one p , ^ 

;;tly s^ « Hnly to be foU in the part b^w tU 
This inteMSt mnst top to the ^mt at wtooh fc 
, 1 ffiosao pover the whole available supply, and this 

^Stnlf one which can only be ftOfilled if the capitalist 
condition is on income remam- 

“yr\.fter^Those enjoying economic advantages have 
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secured the gains which accrue to them in virtue of those 
advantages. 

What has just been said of interest applies equally to the 
wages of labour. The sum which it will be possible for the 
entrepreneur to pay in wages of labour is limited by the 
advantages which he derives from that labour. An agricul- 
turist who, by his own unaided efforts, can make his land 
yield 40 measures of produce per acre per annum, calculates 
that by permanently employing a labourer he will be able to 
increase the yield to 100 measures per acre. The difference 
between the two yields is 60 measures; therefore the sum 
realised by the sale of that quantity of produce must more 
than suffice to pay the labourer’s wages in order to make it 
worth the farmer’s while to employ him. A manufacturer 
estimates that by employing another 100 men he will be able 
to obtain products to the value of £7,000 — -after deducting 
the cost of the raw material and other necessaries, — or £70 
per man. Out of this £70, allowance must be made for 
interest, and for depreciation of machinery through wear and 
tear, and the manufacturer must also get a profit out of it, 
otherwise there will be no inducement for him to increase the 
scale of his operations. Thus the wages per man will have 
to be less than £70. 

These examples show us roughly how wages are regu- 
lated, but they do not enlighten us as to what will take 
place if the incomes which it is possible for entrepreneurs to 
make by employing labour are different. We know that they 
must be different. The same labourer who can only obtain 
a small quantity of agricultural produce from poor soil will 
be able to obtain a very much larger quantity if he be allowed 
to work on very fertile soil ; and similar differences are to be 
found in industrial enterprises. What regulates wages, what 
determines their maximum ? Is it the highest, or is it the 
lowest advantages which entrepreneurs are able to derive from 
the labour of the worker ? It will be seen that the question 
is the same as was asked in connection with interest ; and the 
answer is the same. In every industry, wages must fall to 
the point at which there will be demand for the labour of all 
who are seeking employment. It will be well to note that 
we do not speak here of the labour of all existing labourers, 
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but of all wko are seeldug employment ;tke importance of 
this distinction will appear later on. The inam mg a 
present is, that the general law which governs the 
of value is recognised as governing wages as well. The value 
of services depends on their margmal utility. That is ^ 

say, the value of services in f 

utU ty upon what was spoken of in a pre^ous chapter as the 
“ ecoLic margin of production.” Upon tha^t margin 

neither rent nor erdrepreneurs’ surplus is “ 

and wages (of labour and of entrefremur) And ]ust as is 
the rate of interest, so also is the rate of wages detemined 
on that margin; by rate of wages is here 
which the workmen will he able to command. Jt will be 
^possible to depress wages below that level mthout bring- 
ing about an abnormal condition of tHngs. 
discussed in § 7 of the chapter on interest, and it wdl th 
fore be sufficient to refer the reader to the demonstration t ere 

^^^We have seen that a very close connection exists between 
interest and wages, and in many cases they rise_owing_to the 
same causes. Everything that has the effect of ^^crea^g the 
aggregate of incomes on the economic mar^n of 
L so far as it makes no change in the relative ffiemand for 
capital and for labour, is beneficial to both. The interests 
of ^capital and labour are, therefore, in many respects the same 
But L certain respects they confiict. For instance, ^ “^®t 
suit the capitalist best when there are few, and the wortoan 
when there are many people seeking to invest them capita , 
it means gain for the capitahst, but is entirely to the dis 
advantage of the workman, for the State to contract large 
loans for unproductive purposes ; the "^P“’ ^ 

considers his own interests alone, has reason to be glad when 
rtds that there is a demand for goods in the production 
of which much capital has to be employed, or when 
LTovements are achieved, the chief excellence of which 
consists in the saving of labour, or when the 
lation increases the need for capital m a variety ^ 

interests of the workman, on the other hand, are best served 
W .ood. in the production of wtoh 
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the principal factor, by technical inaprovements the chief 
excellence of which consists in the saving of capital, and by a 
slow growth of population. 

In the foregoing we have given a rough sketch of the 
wage theory, and we wish it to be regarded as a sketch only, 
not as an attempt to justify the existing social order. 
When we are told that interest must fall to the level at 
which there will be demand for all the capital ofiered for 
investment, we feel in no way affected by this information ; 
but when we are told that wages must fall to the level at 
which there will be demand for the labour of all who 
are seeking employment, so that the special gains arising out 
of the fertility and good situation of land, or out of the 
favourable conditions under which an industry is carried on, 
accrue to the advantage of people other than the workers, 
the impression is quite different. We are inclined to think 
that we discern a defect in the social structure ; nor do we err 
in thinking so. We should err, however, if we failed to take 
into consideration certain circumstances which must not be 
overlooked in this connection. 

In the first place, the worker is not wholly excluded from 
a share in the special gains referred to. In many cases an 
entrepreneur who makes large profits benefits his workmen by 
erecting good and cheap dwellings, by establishing pension 
and similar funds, or by instituting a profit-sharing scheme. 
There is nothing in the law of supply and demand to impel 
him to do any of these things, but there is in public opinion, 
which will not brook the setting up of commercial principles 
as the sole guide for regulating the relations between em- 
ployers and workpeople. Many beneficent results have 
been brought about by the influence of those who, by 
precept or example, have so moulded public opinion that no 
entrepreneur who makes large profits can, without incurring 
odium, refuse to allow his people to share in some way in 
his success. The law of wages, of which the rough outline 
has just been traced, neither enjoins nor forbids ; it simply 
shows how the value in exchange of labour is regxilated ; it 
certainly finds no fault with any one for rewarding labour on 
a more liberal scale. Just as there is nothing in the law of 
rent to prevent a landowner letting his land at a low figure, 
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SO also is there nothmg in the law of wages to prevent the 
remuneration of labour being regulated according to principles 
involving a more lofty aim on the part of the entrepreneur 
than that of getting a maximum of service for a minimum of 

”^*^In^the second place, we would recall what was stated m 
the last chapter as to the impetus given to mdustry by 
preneurs’ surplus, the wholesome effect of which can hardly be 
overestimated. In countries or districts where the people are 
lacking in enterprise, too little use is made of the existing 
natural advantages. Goods, wHch could be produced at a 
low price at home, are imported at a high pnce from 
abroad. Agriculture and industry are confined f 
tracks, there is neither progress nor development. Wa^^es 
are low, and they would be lower still if many labomers 
did not leave the district temporarily, or for good. Con- 
ditions like these enable us to see how important it is tor 
a country to possess a class of intrepid entrepreneurs But 
such a class does not emerge in places where no special gams 
are to be secured; any more than land improvements would 
be carried out if they did not enable the land to yield more 

^^^In the third place, it must be remembered that, if entn- 
preneurs have a chance of earning surplus, they are also liable 
to incur losses, and that falling rents and prices, as weU as 
rising rents, come within the experience of landowners. The 
law of supply and demand gives the workers no right to claim 
a share in the special gains of the entrepreneur, buh neither 
does it oblige them to bear a share of the losses winch he has 
to sustain, and these may be enormous. In the diagram on 
p 251 it was necessary, for the sake of clearness, to assign a 
large amount of space to enireprenewrs' surplus. But if the 
diagram had been intended to iUustrate the aggregate^ product 
of all enterprises in a period of some duration, its^ shape 
would have had to be altogether different. If the balance 
of profits, after deducting losses, were very large, capita 
would iucrease much more rapidly than it does at 
It would be impossible, for instance, to account for the 
fact that in HoUand in 1894 only 115 persons possessed 
property of 2,000,000 florins (£166,667) and upwards. 
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and that only 1,309 possessed property of 500,000 florins 
(£41,700) and upwards.^ 

Lastly, though it is only under certain conditions that eco- 
nomic laws, like physical laws, can bring about certain results, 
yet in many cases it is in man’s power to alter these condi- 
tions. There is a law of gravitation ; but it does not follow 
from that law that every one who climbs a mountain must fall ; 
it is important for man to be acquainted with physical laws, 
if only because, by knowing them, he is enabled to see what 
he must or must not do. It is the same in the domain of 
economics. The necessities imposed by economic laws are 
also purely conditional. Growth of population of itself tends to 
necessitate production with continuously diminishing returns, 
and thus to increase the rents of landowners and the surpluses 
of entrepreneurs. Unless some counteracting influence were 
at work, we should find that, as population increased, the 
individual’s share of the nation’s income grew gradually less, 
and, moreover, that the proportion in which labour shared in 
that income became smaller and smaller. Does it follow from 
this that the remuneration of labour must of necessity 
diminish? To think that it must, would show an entirely 
wrong conception of the economic law with which we are 
now concerned. 


For there is no reason whatever for regarding constant 
increase of population, strictly so called, as inevitable. In ; 

France the population has been almost stationary for some 
years, a fact chiefly due to a decrease in the number of 
births.^ What has happened in France may happen else- 


where. There is no economic law, nor indeed is there any 
physiological law, in virtue of which the number of births 
must of necessity, year by year, exceed the number of deaths. 

Moreover, there is no reason for doubting that progress 
will be made in agriculture and industry. The maximum 
wage which the worker will be able to obtain depends upon 

^ It is also worth noting that, out of a total of 224,594 persons assessed for 
taxes on business and professional incomes in the fiscal year 1894-95, no fewer 
than 214,005 were assessed for incomes of less than 3,500 florins (say £292). 

^ Erom 1883 to 1887 the births averaged 922,486 per annum ; from 1888 to 
1892, 864-700 per annum; in the same period the deaths rose only from 
847,968 to 852,415 per annum on an average. While, therefore, the yearly 
decrease of births was 57,786, the yearly increase of deaths was 4,447. 
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the value of his services on the margin of production; 
but the results obtainable from production on that margin 
admit of being increased. Inventions may increase the 
productive power of capital and labour. The services of the 
workman may become more valuable because of his having 
acquired more skill and knowledge, or because he is better fed, 
or because his moral standard has been raised. Improvement 
of the means of communication and the removal of artificial 
barriers may bring about the same result. To any one who 
objects that all these things may have no other result than 
that of increasing the rate of interest, our answer is, that this 
is inconceivable, if we assume a population which is either 
stationary, or increasing less rapidly than capital ; in either 
of these cases there is reason to expect that much capital will 
be created, since the causes mentioned will have operated, if 
not on the whole field of production, at least on a krge part 
of it, and will thus have had the efiiect of increasing many 
profits during the time that wages remained unchanged. 
In the struggle between capital and labour, the numerically 
superior party is the weaker; everything that tends to the 
advantage of the capitalist, therefore, operates in the future to 
his disadvantage, — in so far, that is to say, as he does not 
spend the whole of his additional income. 

TVra,ti is no more at the mercy of economic laws than he 
is at the mercy of physical laws. He must respect both ; 
but he is able, at times, to prevent the conditions under 
which they operate from arising. On the other hand, his 
interest will sometimes prompt him to aid^ the fulfilment 
of those very conditions, because the operation of the law 
will bring him advantage. 

The conclusion to be drawn from all this is as follows: 
The wages of labour cannot, in the long-run, be lower than 
the value in exchange of the labour, and this value in exchange 
is governed by four causes. Firstly, by the population ; the 
smaller the population, the greater the value of labour, for 
then there will be less necessity for producing under un- 
favourable conditions. Secondly, by the returns obtained by 
the co-operation of capital and labour in general : increase 
of these returns has in most cases the same effect as decrease 
of population. Thirdly, by the returns which capital and 
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labour obtain on the economic margin of production: the 

greater these are in proportion to those obtained at other 

points, the smaller will be the amounts accruing to land- 

owners in the form of rent, and to entrepreneurs in the form 

of surplus. Fourthly, by the quantity of capital seeking 
investment in productive enterprise. 

Such are the conclusions to which we are led by the 
process of reasoning, with respect to the main features of 
the wages theory ; and these conclusions have been amply 
verified by experience. The favourable effects of a small 
population are discernible in the United States, South Africa, 
and Australia, where wages are high. Wherever labour, 
supported by growth of capital and directed by capable entre- 
preneurs^ has acquired increased efficiency, its remimeration 
has increased. And the great abundance in which capital has 
been forthcoming in the course of the nineteenth century has 
been a cause of development in the means of communication, 
in reclaiming land, in intensive cultivation, and in manufactur- 
ing enterprise, and this development has greatly diminished 
the volume of poverty. Rent has fallen and real wages have 
risen. Everything, that the results of theoretical inquiry 
would lead us to expect, has actually come about. But all 
along we have been able to note that, concurrently with the 
causes which were operating favourably upon wages, another 
and a potent cause was operating in the contrary direction. 
It is the cause, to which repeated reference has been made in 
these pages, and the significance of which has been pointed 
out — though in vain — ^by Malthus in his Essay on Population. 

The theory of wages as here set forth does not, however, 
meet with general acceptance. Some dispute it as funda- 
mentally wrong ; others, and these are the majority, do not 
dispute it ; they form opinions ostensibly based on, but really 
in conflict with it. We will deal first with the fundamental 
objections, but only in so far as they do not touch upon the 
relation of wages to population, or upon the effect of high 
import duties on wages, as we intend dealing with both of 
these subjects later on. We will then endeavour to prove the 
erroneousness of certain very widely entertained ideas regard- 
ing causes which operate favourably upon wages. Occasion 
will, at the same time, be found for elucidating certain truths 
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with which it was impossible to. deal adequately in the fore- 
going general review of the wages theory. 

§ 2 

Wages and Strikes 

In 1869 appeared Mr. W. T. Thornton's book, On Labour, 
in which certain doctrines, generally accepted at the time, 
were subjected to severe criticism. At that time Jevons 
had not yet written his Theory of Political Economy, nor 
Menger his Grundsatze, so that the theory of value was still 
to a great extent undeveloped. There were people still who 
believed in what was known as the ^^Wage-fund Theory," 
though others had already begun to dispute it. According to 
this theory, wages — ^whether daily, weekly, or annual was not 
clearly -stated — were supposed to be determined by the ratio 
existing between the amount of capital employed in produc- 
tion and the number of workpeople seeking employment. A 
man like Thornton could hardly find it difficult to point out 
errors in the doctrines which he was opposing, and he 
succeeded in doing so. But he did not confine himself to 
criticising ; he also formulated independent opinions, the most 
important among them being, that wages depend, to a large 
extent, upon the efficacy with which workers are able to 
assert their interests in the face of employers— upon the 
strength of their organisation, in fact. Thornton summed 
up the chief argument which he adduced in support of this 
opinion in the words : “ labour will not keep." What he 
meant by these words was this. The merchant or the manu- 
facturer can store up his goods ; if he thinks that prices are 
too low, he can wait until they improve. But labour cannot 
^^"be stored up. If the worker fails to utilise his time, his 
working power is temporarily latent. His condition is that 
of a man who must sell his goods at whatever price they 
will fetch ; but with him this condition is not transient, 
not exceptional, but normal. Here we see the utility of 
trade unions. By strikes, or threats to strike, they are 
able to keep up the price of labour, they are able to coerce 
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employers into paying rates of wages higKer than those 
determined by the law of supply and demand. 

Such is Thornton’s theory. Before pointmg out its errors, 
we will draw attention to three truths which the consideration 
of this theory will enable us to recognise. All of them are 
implied in what has just been said with respect to the causes 
which influence wages, but they are not so clearly implied as 
to render it unnecessary that they should be expressed. 

Firstly. Wages are, to a great extent, determined by the 
productive power with which capital and labour co-operate ; 
but in some cases the increasing of wages may, itself, increase 
this productive power. We are not thinking just now of the 
effect of wages on the quality and quantity of labour ; this is 
a difficult point, and we shall speak of it presently. We are 
thinking of the vis inertice^ the power of fixed routine, which 
preserves what is good, but also retards its introduction. 
Increases of wages, extorted by combination among working 
men, do not always produce an abnormal condition of things ; 
they are sometimes the incentive for improvements, which 
otherwise would not have been introduced. What do we 
learn from the history of protection? That, as a rule, pro- 
tected industries do not thrive. What does the history of 
excise legislation teach us ? That manufacturers have always 
displayed incredible ingenuity in turning new excise regulations 
to their own advantage. The history of factory legislation, 
too, is instructive. How often have we not found men of 
practical experience declaring that the restriction of the 
employer’s liberty of action in respect to dealings with his 
operatives would certainly end in the ruin of manufacturers ! 
All the same, the manufacturers have managed somehow to 
adapt themselves to the altered conditions. 

It is difficult to determine how far increases of wages, 
if extorted by the workpeople, may have the same effect 
upon the ingenuity of entrepreneurs as that which has been 
so frequently found to result from measures involving the 
withdrawal of protection, the regulation of excise duties, or 
factory legislation. There are branches of industry in which 
there may almost be said to be fixed periods of great depres- 
sion. The ingenuity of the entrepreneurs is then so taxed 
by the course of prices, that very little additional stimulus 
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can result from the extortion of increased wages by the 
workers. In such trades, moreover, strikes are most numerous 
at the beginning of the depression. Their object then is not 
to obtain increases, but to resist reductions of wages, an object 
which they seldom attain. But there are other trades, which 
are always in a condition of moderate prosperity. Fortunes are 
neither made nor lost in these trades. Periods of extramdmary 
prosperity are as rare as periods of great decadence. Ther 
plenty of competition, indeed, but it is chiefly local, ai^ all 
those who belong to the trade are people of one t^e. There 
can be no doubt that, in such a trade as this, the effects of 

routine are hkely to become very widely felt. 

This is the first of the truths which we have to note. 
The second is this. It is true that, in the long-run the 
wages of labour cannot be lower than the value m exchange 
of labour; but temporary variations are conceivable, and 
strikes may shorten the duration of these. If m consequence 
of increased foreign demand or other causes, the pro o 
entrepreneur increases, even on the margin of production he 
wiU extend his business, or competitors will appear, so 
the demand for labour wiU increase. But how T^ckly t^s 
wiU come about depends upon many causes. In the chapter 
on profits! showed that, for a time, a surptes inay be 
•earned by the whole body of entrepreneurs in a given branch 
of industry; that is to say, for the time during which the 
industry is rapidly expanding. Here again we ^m for 

important action on the part of workmen s organisations if 
they are efficient, they sometimes hasten the advent of a 

incr6£is6 of wagos. , ‘n 

We cannot be sure, however, that this increased rate will 

be maintained, unless the prosperity, which we have assumed, 

be lasting, and more especially unless it be of a 

almost general, character, so that the increase in 

not bring about an increase in the number of persons seekmg 

^“^TS^^are also branches of industry which enjoy a legal 
or a virtual monopoly, and it is by no means certam that 
there are not others in which competition is imperfect because 
neople do not know of the pro fits to be made in_ tW 
1 Cf. ante, pp. 260, 251. 
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Will it be possible in suck cases, it may be asked, for wages 
to be permanently raised throngb. the mstrnmentality of 
workmen’s organisations ? It will not, unless the organisation 
be so perfect that it can control the whole supply of labour, 
or unless the trade be one which can only be engaged in by 
workpeople possessed of special knowledge or skill Failing 
these conditions, the influence of workmen’s organisations 
upon wages will here also be of a temporary character. 

And now for the third of the truths which the considera- 
tion of Thornton’s theory enables us to recognise. A clue to 
it is furnished by what has just been said, and also by the 
distinction made, further back,^ between the number of exist- 
ing workpeople and the number of persons offering to sell 
their labour. Given a trade which can only be carried on by 
workmen possessed of great physical strength or skill, and 
assuming that these workmen, although numerous in an 
absolute sense, form, nevertheless, a relatively small proportion 
of the whole of the workpeople in the country ; assuming, 
moreover, that they have to pay a high rate of contribution to 
their Trade Union, so that the Union possesses plenty of 
funds, and is therefore powerful ; assuming all these condi- 
tions to be fulfilled, it would be quite possible to conceive of 
Thornton’s theory being correct. Powerful organisation of 
the workers in a trade may contribute towards the keeping of 
wages in that trade, not only temporarily but permanently, 
at a higher figure than would otherwise be possible. There 
is nothing in the theory of -value to prevent our arriving at 
this conclusion. The trade union is strong enough — this we 
assume — to prevent the employment of non-members, or at 
any rate to limit their numbers very much ; and none but 
men thoroughly ejfficient in their trade can pay the high con- 
tributions required for membership ; in fact, no others are 
admitted to the Union. Under such circumstances as these, 
the Union controls the labour market, because it controls the 
supply of labour. But its rule is not absolute. If it forces up 
wages in such a measure that full employment can no longer 
be found even for those of its members who are in the prime 
of life, or if the demand for labour is reduced by long-continued 
depression, or if the funds of the Union are exhausted by 


1 Cf. mite, p. 257. 
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repeated strikes, the employers need not fear strong resistance 
if they are desirous of reducing wages. The history of the 
TT.nglig'h Trade Unions furnishes many instances of splendidly 
organised societies having to abandon fighting, so that for a 
ceLin time strikes actually feU into disfavour with these 
Unions. But within fixed limits. Trade Unions are able to 
infiuence wages, and what has just been said enables us to trace 
these limits. A Trade Union controls the labour market in so 
far as it controls the supply in relation to the demand for labour 
in that market. The power to exercise this control shps from 
the Union when, by forcing wages too high, it causes the 
demand for labour to slacken, or when that demand slackens 
owing to other causes. Let the supply of labour, as regulated 
by the Union, be represented by 100, the demand for labour 
also by 100, and the wages by a;. Forcing up wages beyond 
X will cause the demand for labour to drop below 100, and 
the same result will be brought about by decrease m the 
demand for the article which is being produced, or by foreign 
competition. The demand for labour wiU then be 90 or 
80 as compared with a supply of 100, and after such a dis- 
turbance of the equihbrium, it will be impossible for wages to 


remain at the same level. , . mi. ^ 

We referred to the English Trade Umons. The true 
strength of these Unions, as may be gathered from then own 
reports, lies in artificially limiting the supply of labour. And 
■ the Unions are aware of this. However their pohcy may 
have varied, there are two points- in which it has alw&js been 
steadfast, namely, in Hmiting the number of apprentices and 
in keeping non-Unionists out of the trade, as far as possible. 
A journal, started in 1880 as the organ of a Glass-workers 
Union, remarkable moreover for the very moderate^ tone m 
which it was conducted, used to exhort members to look to 
the rule and keep the boys back” ; and William Ceawfobd, 
who for a long time held a promment position among the 
leaders of Trade Unions, more especially in the mimng industry, 
wrote a letter some years ago, in which he expressed himseJl 
in the following terms : “ The time has come when there mu^ 
be plain speaking on this matter. . . . Either inmgle with 
these men in the shaft, as you do in every other place, or let 
them be ostracised at all times and in every place. Regard 
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them as unfit companions for yourselves and your sons, and 
unfit husbands for your daughters. Let them be branded, as 
it were, with the curse of Cain, as unfit to mingle in ordinary, 
honest, and respectable society.’’ ^ Note also the interesting 
statement made before the Eoyal Commission on Labour in 
1892 by Mr. Whittaker, who represented the Amalgamated 
Society of Engineers, the greatest of the English Trade Unions.^ 
From that statement we gather that the minimuTn wages fixed 
by the Trade Unions can only be earned by men who have not 
yet entered upon their fifth decade. The Union forbids its 
members to work for less, so that such of them as have passed, 
say their forty-fifth year, can no longer work at their trade. 
The Union pays them unemployed benefit until they reach the 
age at which they become entitled to the superannuation 
benefit. But, as may be gathered from the statement, all this 
fails to effect what is desired; there still continue to be too 
many in the trade.” There are always /'too manyjn the 
trade ” when the wages in that trade have been forced above 
the level at which supply and demand balance each other. 

This is lost sight of by those who consider organised 
labour an agency of great value in determining wages. (Of 
course it is with the efl&cacy of organised labour in this 
respect alone that we are now concerned.) Within certain 
limits, we can fix wages as high as we hke. But if we fix 
them at a figure higher than that at which there is equi- 

1 SiDKBr and Bbateice Webb, The History of Trade Unionism (London, 
1894), p. 280. 

2 (Group A, question 22,978.) The statement was as follows : — “ We find 
that the surplus number are never altogether absorbed, and also that the 
difficulty of men getting employment brings them on our superannuation 
fund earlier than what they would otherwise go; because there is such a 
quantity of young men in the market in competition for work, that the men 
who are about forty or fifty years of age have no chance whatever. There- 
fore, the only result is, that they remain for a number of years on the out-of- 
work benefit of the society, and as soon as they arrive at the age at which they 
become entitled to superannuation, they go to our superannuation fund, and 
we find that the number that are going on to the superannuation fund, 
although we have extended the age at which they become entitled to it, is 
getting more and more every year. That is a very clear indication that there 
are too many in the trade.” 

From the answer to question 22,975, it appears that only those who have 
attained the age of fifty -five, and have belonged to the union for at least twenty, 
five years, are entitled to the “ superannuation benefit.” 
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librium between supply and demand, an increase takes place 
n tbe number of tbe unemployed. From the e^ent of the 
existing scarcity of employment, it is possible to judge whether 
™s have beL artificially depressed or not, just as it is pos- 
able to judge from the quantity of goods remaimng unsold 
n shops at the end of a season, whether shopkeepers have 
Ld their prices too low or not. If they had really fixed 
tSm too low, none of the goods would remam ^ an 

Lt their stocks would have run out before the end of the 
sefson Simfiarly, it may be said that, if employers could 
de^ss wages artificially, scarcity of employment, as a chrome 

^^'“Tabom Sj,” says Thobi^ton, therefore the 

worker, as a rule, gets too low a price for ^s services But 
the same thing may be said of yeast, of bread, of frmt, of 
fish and of other goods too numerous to mention. may 
with fqual truth be said of the services 
machine or by a quantity of circulatmg capital, ^^^at ^hey 
» wiU not keep ” : every day, every hour, dmmg which the 
machine stands idle, or the circulatmg capital is not being 
annlied is irretrievably lost. The workman cannot specifiate 
Zt L labour. Granted. But is it absolutely certam that 
We who produce a certain quantity of an article every day 
woidd be acting unwisely if they avoided speculation and sold 
whatever they happened to have on hand at fixied femes. 
The person who has goods that are not liable to spoil through 
W kept, can await a favourable opportumty for sellmg ; 
but a rLy ptople »lopt ‘hit poUo^ -“‘“S 
be keen competition among sellers later on. Ihqbntons 
L gument is defective. The “keeping” of _ labour-supposing 
Zt it could be kept-would not dimmish the supply of 
“t,;? it wild Anply del»y it. At . moM^t to 
would be fewer people offermg to sell their labour , but then 
number would be aU the greater later on. Organisation m a 
Articular trade is capable of achieving its purposes, because 
L a particular trade, it is capable of permanently hunting the 
«nnnlv of labouT But this limitation leads to mcrease m the 
Zly rf tto in »tb.r tad., ; and a all wot^opl. we., 
omtod, the conditioiis inidei which alone a Me Umon cm 
eSici,. a percent inflnmce upon the rate of wage, would 
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nowhere be fulfilled. We do not mean by this that organisa- 
tion would then be of no use, only that its usefulness would 
consist in something other than influencing the rate of wages. 
We will return to the subject of Trade Unions in a later part 
of this book, and we will then show how greatly they ought 
to be valued. 

It has been contended that, in this demonstration, no 
regard has been had to actual facts. But is it not a fact 
that, in every trade of any importance, the competition 
among entrepreneurs is very keen, and that, on the margin 
of every branch of production in which many workpeople are 
employed, the earnings of entrepreneurs are scanty, nay, that 
loss is frequently incurred? If the wages paid to the work- 
people are less than the value in exchange of their services, what 
becomes of the advantage derived from those services 1 We 
ought to be able to trace it, not only to the surplus-earning 
entrepreneurs but to the others as well ; the only j^ossible 
inference would be — and this is the gist of the proposition 
which it is sought to prove — that the wages earned by entre- 
preneurs are unduly high in most trades. But in what trade 
of any importance can entrepreneurs be said to earn too high 
a wage in these days ? Can they be said to do so in 
agriculture, where many have the utmost difficulty in main- 
taining the struggle for existence ? Or in industry, where 
disappointments are numerous ? Or in commerce, where 
failures frequently take place ? Or do the advantages that 
are supposed to be derived from cutting down wages go 
towards increasing the rate of interest ? The question is 
sufficiently answered by the low rate of interest. 

People are apt to think that a rise in the wages of a trade 
is impossible unless the workpeople employed in the trade are 
organised ; they are afraid lest the ordinary laws of supply 
and demand should not operate with sufficient potency to 
bring about an increase of wages. This also is at variance 
with facts. Wages in industry in France rose about 52 per 
cent, between 1853 and 1877, yet in those years strikes 
seldom took place; in 1874 the number did not exceed 21.^ 
In Amsterdam, the wages of carpenters rose quite 25 per cent. 

1 Cf. Bulletin du Ministere des Travaux publics for March 1881 (pp. 218, 
219), where there is a very interesting table. 
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between 1869 and 1876.1 In Belgium, tbe earnings of work- 
people employed in agriculture were just about doubled 
mo and 1850 ; in the case of men 

Is. lid., and in the case of women from 6^. to Is. pe y. 

Tbe wages of domestic servants have domestic 

Holland in recent years, yet we cannot fin 
servants have been organising. Tbe wages of labourers em- 
in construction in tiro ^ 7 *“ 

fa OTOvince of Java) rose quite 100 per cent, m 1880, and 
ve/tbe labourers in Java were not orgamsed m Trade Unions. 
Lamples of this kind might be adduced almost ad 
When a rise takes place in the value m exchange of labom, 
the waves of labour must inevitably go up, because the 
crease in that value causes a surplus to accrue to entreprenems 
on the economic margin of production, and it is 
for a surplus to continue to accrue on that margm, except in 
special cLs. The competition among entrepreneurs who 
desirous of earning it causes it to disappear. 


Let us dispose of a few further ob]ection 8 . We frequently 
hear it stated that a permanent increase in wages by means 
of strikes is possible, when the increase is general throughout 
the trade in which the strikes take place , ^ 

the entrepreneurs have to pay the increased rates 
demand higher prices, it 

demand higher prices, but will they get them? Mre 
preneurs always demand high prices whether they pay hig 

wageTor not ; hut the prices of things are not regulated 

1 The following very trustworthy statement shows the earnings in each year 
f.om i STsTI of two carpenters working for the same employer the whole 

time _ Earnings. 


Earnings. 


Years. 


1869 

1870 

1871 

1872 


Carpenter 
Xo. 1. 

£, s. d. 

40 14 1 

41 3 3 

46 12 3 

56 2 3 


Carpenter 
Na 2. 

£, 8. d. 

39 9 9 

41 6 6 

41 18 6 
56 12 3 


Years. 


1873 

1874 

1875 

1876 


Carpenter 
No. 1. 

£ $. d, 
60 1 1 
51 2 6 

63 16 5 

64 11 9 


Carpenter 
No. 2. 

£ 8. d. 
66 17 1 
57 19 11 
66 19 2 
59 13 9 


Netherlands India, third edition, p. 28. 
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hy the wishes of entrefreneurs ; they depend upon the relation 
of value between money and goods. And this relation is 
determined by a combination of causes in which the wishes of 
entrepreneurs do not figure. 

The sole reason why wages alfeet prices is, as we have 
already explained, that the proportion between wages and 
interest as ingredients in the price is not always the same. 
Were this not so, it would be possible to state as an absolute 
proposition that the prices of goods are not high or low 
because wages are high or low, but that wages are high or 
low because the prices of goods happen to be so. If the 
ratio of exchange between money and goods becomes altered, 
so also will the ratio between money and labour, but the latter 
alteration will be subsequent to, and the result of, the former. 
A painting by a famous living artist is not dear because the 
art-dealer has had to pay the artist a high price for his 
labour; but the painter is able to obtain a high remunera- 
tion from the dealer because his painting possesses great 
value. What has been said of wages also applies to interest. 
If the proportion between wages and interest were the 
same in all prices, the manner of sharing the product 
between capital and labour would only be a matter for 
arrangement between these two. But, as we know, things 
are otherwise owing to the fact that the proportion between 
wages and interest differs in different prices. In the case 
of articles which cost much in labour, the cost prices are 
increased in proportion to those of other articles by the 
raising of wages. But this circumstance does not render the 
artificial raising of wages any the easier; it renders it the 
more difficult, in fact ; just as it does the artificial raising 
of interest. All that has been said of interest is applicable 


to wages as well. 

Suppose that wages were paid, not in money, but in goods ; 
that an operative employed in a cotton-spinning mill, for 


instance, received, instead of so many shil l ings, so many 
pounds of yarn per day or per week. What would determine 
his money wage, supposing that he had no difficulty in dis- 
posing of his yarn? Precisely what determines it now; 
namely, the amount of his share of the goods produced, and 
the money value of these goods. No one would suppose that it 

VOL. I T 
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was witMn his power to increase that money value artificially. 
But that which would be beyond his power under those 
circumstances, is equally so under existing circumstances, 
where the manufacturer undertakes the sale of the goods 
and pays the operative his share in advance in the shape of 
money. 

A second objection remains to be disposed of. We 
mention it because the process of answering it leads up to, 
a matter which must not be overlooked, namely, foreign 
competition. An essay written some years ago by Professor 
Brentano ^ contained a demonstration, the substance of which 
was as follows : As a result of strikes, wages have been in- 
creased in an important branch of enterprise in England— in 
agriculture, let us say. The efiect of this is, that it no longer 
pays to cultivate the most inferior tracts of land, and that the 
labourers hitherto employed in cultivating those tracts are 
discharged. But there is no cause for concern in this, as 
the restriction of cultivation will make it necessary to import 
more corn than before, and the additional imports of corn will 
have to be paid for. How will they be paid for ? With gold ? 
England could not continue to do this for any length of time, 
as she is not a gold - producing country. The additional 
imports will have to be paid for with products of English 
industry. Thus there will be an increased demand for these 
products, and in this way work will be provided for the 
discharged agricultural labourers. The increased rate of wages 
in agriculture, though brought about artificially, will be main- 
tained, and nobody will be any the worse except the land- 
owners, whose rents will have fallen. 

Where is the flaw in this argument ? From the con- 
clusion to which it leads, we know that it cannot be sound. 
That conclusion is, that it would be possible to force up wages 
to a point at which it would no longer be possible to get any 
advantage from cultivating any tract of land, however fertile, 
or however favourably situated it might be. The imports of 
foreign corn — consequently the demand for products of English 
industry— would then be increased to an extent far exceeding 
what was assumed above ; not merely would land yield less 
rent, it would yield no rent whatever, and the workers would 

^ Zeitschrift fur die gesammte StaaUwissenschaft (1876), pp, 469-471. 
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be the gainers ! The flaw in the argument is this. When 
two nations trade with each other, one of them may certainly 
induce the other to trade more extensively; but only by 
making it advantageous for the other to do so, that is to say, 
by altering the ratio of exchange in favour of the other. To 
apply this to our illustration : England may certainly induce 
foreign countries to supply her with more corn, to purchase 
more of her industrial products ; but only by oflering a higher 
price for the corn and asking a lower price for the industrial 
products. The discharged agricultural labourers seek employ- 
ment in factories and similar establishments and there they 
depress wages. This depression will be permanent if they 
adhere to their resolution not to return to the land. Pro- 
ducers of goods, of which the cost price is composed largely 
of wages, will then, it is true, find both the home and foreign 
demand for those goods increasing, but only to the extent 
necessary for ensuring larger sales of such goods as have 
been produced at a lower rate of wages. Furthermore, corn 
prices will be somewhat raised by England’s increased demand 
for corn ; bread will be somewhat dearer in England, some- 
what less bread will, therefore, be consumed in that country. 
And what will be the final outcome of all this movement ? 
The new condition of things cannot last. Wages have risen 
in agriculture; they have fallen in manufacturing enterprise. 
After a while, there will be just as extensive a migration of 
workpeople from the factories to the land, as there previously 
was from the land to the factories, and this will continue until 
things have once more settled down to the old condition. 

Brehtano’s demonstration is based upon a proposition, the 
great importance of which we shall see later : increase in the 
supply of foreign products brings about an equivalent increase 
in the demand for home products. But Brentano applies 
the proposition too widely. If foreign nations ask us to trade 
more extensively with them, we can make our own terms; 
but if we ask them to trade more extensively with us, we 
must accept such terms as they offer. 

There is nothing in the laws governing international 
trade to justify the belief that the effects of successful strikes 
will endure permanently. Eather do these laws operate as 
an additional obstacle to their permanent duration. For no 
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sooner has the artificial raising of wages caused a decrease 
in the production of goods, the price of which consists largely 
of wages, than imports from abroad prevent those goods from 
becoming dearer. And the increased foreign demand resulting 
from these imports will gravitate towards articles in the prices 
of which wages do not constitute so important an element. 
Thus redundancy of labour will arise from a new cause. TMs, 
combined with the redundancy already existing foom other 
causes, will swell the volume of unemployment. This is the 
only conclusion at which we could arrive after exaimmng 
Bbentano’s demonstration. 


§3 

Wages and Expenditure 

Wages, according to some, depend upon the organisation of 
labour.* According to others, they depend upon expenditure. 
The latter theory is very widely accepted, and ^ among 
its adherents even so learned and able a writer as J . A. Hobson. 
The standard which people apply when judging of a law, or 
tracing the result of an occurrence having an economic bearing, 

. usuaUy resolves itself into the question. How will the law or 
the occurrence affect expenditure ? For some reason as yet 
unrevealed, special importance is attached to private expen- 
diture. Taxes tend to the reduction of private expen^ture; 
but this is counterbalanced by an increase in State and. local 
expenditure, so that taxes do not diminish expenditure m the 
av-^regate. This truth is so obvious that it cannot fail to 
sSke even the most casual observer. And yet, we are told 
that taxes have an adverse effect on expenditure. 

If the current view were correct, many economic theories 
would have to be revised. Eicaedo demonstrates that it 
would be a matter for regret if increase in pubhc expen(bture 
did not result in restriction in private expenditure, ms teory 
being based upon the fact that it is desirable that capital should 
be formed. If the current vi ew be correct, then, not only 

1 The Evolution of Modern Capitalism (London, 1894), p. 284. Aocor^g 
to gL (J>n»cip«, fourth edition, p. 390). even MoKTESQvmv wrote : 8^ les 

riches ne depensent pas beaucoup, Us pauvres meurent de farm. 
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Ricardo’s theory, but all that has been said in the foregoing 
pages as to the role of capital in determining wages, is opposed 
to the truth. The more people save, the less they spend ; the 
less they save, the more they spend. If the level of wages 
be raised by increasing expenditure, then it must be depressed 
by creating capital. 

It is most important that we should arrive at a definite 
conclusion concerning this question,^ In the introduction we 
pointed out^ what constitutes the essential feature of Adam 
Smith’s system ; we formulated a proposition, not stated by 
the author himself, but into which the whole of his teaching 
may be said to resolve itself, namely, that exchange produces 
no modification of any importance in the main requisites for 
material welfare. But this proposition would be inadmissible 
if the current theory concerning expenditure were correct. If 
Society were organised on a communistic basis, nobody would 
dream of calling consumption a source of general wealth ; 
everybody would accept as an axiom the simple truth that, 
the more we consume, the less we have left. If private owner- 
ship and exchange render this axiom untrue, then they do 
modify the main requisites for material welfare in a very 
important respect, and the theory propounded by Adam Smith 
in the beginning of his work needs much qualification ; so 
much, indeed, that it may be doubted whether any of the 
original would be left. 

Another reason why it is necessary that we should examine 
the point now before us very closely is, that many people, 
though they know how to judge correctly of the manner in 
which expenditure afiects wages, are yet unable to state the 
true reasons on which they base their judgment. The result 
is, that they straightway fall into error when they come to 
discuss the subject of providing employment, a subject very 
closely allied to the one with which we are now concerned. 
The same mistake is sometimes made in the treatment of both 
subjects; people forget that capital is the sole provider of 
employment. 

1 “It is no wonder,” says John Stxjabt Mill, “ that political economy 
advances slowly, when such a question as this still remains open at its very 
threshold .” — Principles (People’s edition, p. 50). 

2 See ante, p. 9. 
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Expeaditure is said to create employment ; in what sense 
are we to understand the word expenditure here ? The current 
theory, as we have already seen, leaves this an open^question, 
hut it contains an expression from which it is possible to see 
why so much importance is attached to expenditure, and we 
find that it is because expenditure “ brings money among the 
people.” It seems, therefore, that the current theory is opposed 
more especiaUy to the hoarding up of money ; money should 
be spent, not hoarded. It seems pretty clear that the theory is 
in some way connected with the notion that the formation^ of 
capital consists in accumulating and hoarding coin, a notion 
for which some grounds existed in former times, when the 
credit system had developed but little. Most of the capital 
existing at any time has heen created under circumstances 
difierent from these; in any case it is quite certain that 
money is very rarely hoarded in these days. 

The difference between the man who spends and the man 
who saves does not he in the fact that one parts with his 
money and the other does not ; it lies in the nature and 
destination of the goods which they purchase respectively. 
As a rule we do not notice this, because the formation of capital 
has, in many cases, for its direct result, the purchase of stocks 
or shares ; we must look beyond this direct result, however, 
and see what becomes of the capital that was used for the 
purchase of those stocks or shares. Suppose a man has saved 
£1,000 and used it for the purchase of Consols. A sum of 
£1,000 will now have got into the hands of some person 
who previously owned consols, and who wiU not allow that 
capital to lie idle. If he uses it in buying some other kind of 
stock, a third person becomes possessed of the capital ; but 
for however long a time it may keep on changing hands in 
the stock market, it must ultimately find its way into some 
investment outside that market. It gets into the hands of a 
manufacturer, who spends it on the construction of a machine, 
or into the hands of a landowner, who applies it to the im- 
provement of his land. Has not the money been “ brought 
among the people” in this case? Why should the pubHc 
welfare be advanced more by the purchase of good things for a 
feast than by the purchase of a machine ; by the ordering of 
clothes, more than by the building of a warehouse ? The 
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food will be consumed in a few hours, the clothes will be 
worn out before long, but the machine or the warehouse 
may be used for many years. 

• We will answer a number of objections and questions to 
which such observations as these usually give rise. 

Firstly, it is said that diminished expenditure results in 
diminished production. It is not to be supposed that mer- 
chants and manufacturers would think it worth their while 
to make great efforts and incur great risks, if they were 
debarred, on moral grounds, from using the profits thus ob- 
tained in ministering to their own enjoyment and that of 
their families. Wants — using this word in its widest sense, 
and so as to include material wants of the higher kind— 
constitute the chief incentive to labour ; a nation whose wants 
are few is uncivilised and poor. If the rich lived like the 
poor, there would be no more rich after a few generations. 

We pause to consider this objection, not because it counts 
for much, but because it embodies observations which, of 
themselves, and quite apart from the very special problem 
with which we are now concerned, well merit our attention. 
Whenever it is demonstrated upon economic grounds, that the 
effect of expenditure upon wages is not favourable, — or, as Gide 
expresses it : que la dejpense rlgh la production, mais ne 
Valimente pas } — many people think that an attempt is being 
made to formulate a rule of life according to which every one 
is under a moral obligation to spend as little and save as much 
as possible. All the meanness and vulgarity that would 
characterise a life devoted exclusively to the accumulation 
of treasure is laid to the charge of the economic theory on 
which that rule of life is believed to be founded. But this is 
quite wrong. Economics is not a code of morals ; a moral 
code based entirely upon economic considerations would never 
soar to any height. Moreover, it would be very one-sided. 
Economic considerations can have reference only to material 
welfare, and man has other objects in life besides the ad- 
vancement of material welfare. We have our duties towards 
our family. We are ready to regulate our expenditure so as 
to permit of our doing something towards raising the standard 
of civilisation. Friendship and social intercourse have claims 
^ Pfincipes (fourtli edition), p. 39S. 
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upon US, which we wish to meet to the best of our ability. 
And why should it be concealed or palliated, as if it were a 
thing to be ashamed of ? The possessor of a large income 
likes to get enjoyment out of it for himself. The more 
exalted a man’s character, the wider his sympathies, the 
nobler the form of enjoyment which he selects. But even 
the noblest forms of enjoyment may be expensive, often they 
are the most expensive, and to indulge in them is not always 
compatible with the formation of capital. 

Undoubtedly expenditure, in so far as the objects to 
which it is devoted are worthy, does indirectly yield results 
favourable to material welfare. It cannot be disputed that 
a nation with few wants is uncivilised and poor , the general 
interests of a nation are not served by reducing the standard 
of its wants. Much less are they served, it is true, by direct- 
ing wants into a wrong channel and stimulating them. The 
impulse to labour, which has its origin in the love of luxury, 
may develop into feverish excitement and lead to wild specu- 
lation and loss of fortune. But in a country where the 
standard of living rises steadily and among all classes of 
society, industry will increase. More will be spent, but more 
will also be produced, and the result will not be adverse to 
the formation of capital. 

These few remarks do not solve the ethical question on 
which many people are disposed to reflect from time to time, 
namely, how far may expenditure be indulged in consistently 
with the demands of moral living? Neither do they 
adequately explain how luxury indirectly affects production; 
a question which requires to be treated under so many different 
heads — economic, psychological, physiological — that it will 
never be possible to solve it fully. Our sole object in making 
them was to prevent the question which forms the subject- 
matter of the present section from becoming mixed up with 
another question, totally different in its bearing. The proposi- 
tion which we were disputing does not contend that expenditure 
stimulates production in the person who spends, but that it 
does so in the person who supplies the goods intended for con- 
sumption. The problem which we have to solve is in no way 
connected with the ethical questions just alluded to. Two 
persons work with equal industry and earn equal incomes. 


CHAP. VI 


THE WAGES OE LABOUR 


281 


The one spends all he earns, the other saves the greater part ; 
which of these two, in virtue of the use which he makes of 
his income, helps to raise wages ? According to the current 
theory, it is the former who does so ; our demonstration leads 
to the conclusion that it is the latter, the one who limits 
his expenditure. 

is a second objection. When a large number of 
wealthy people settle in a locality, they cause houses to be 
built and spend large sums of money in the place. There 
is increased prosperity, in which even the workpeople have 
their share. Should pauperism develop concurrently with this 
prosperity, it will be because the poor naturally gravitate 
towards a place in which many wealthy people reside. But 
if the influx of poor people were less strong, the advantages 
which accrue to the working classes from the large expenditure 
would be more clearly discernible. 

In order to answer this objection we must have recourse 
to a hypothesis. Suppose that the wealthy people who have 
settled in the place have brought none of their capital with 
them, and that, owing to a peculiar combination of circum- 
stances, no single entrepreneur in the place has instruments of 
production enough to permit of his increasing the scale of his 
operations in any way. The shopkeepers have their stocks, 
but they are unable to increase them. The builders would be 
only too glad to be able to engage actively in building opera- 
tions, but all theic capital is invested and nobody will give 
them credit. This is an extraordinary hypothesis, it is true, 
but we have to use it in order to be able to show wherein 
that prosperity originates, which unquestionably does follow 
in the wake of increased expenditure. In the first place, 
wealthy people do, as a rule, bring some capital with them, if 
only enough to cover their expenditure during the first few 
months. In the second place, capital in the shape of money 
remittances, or of goods sold on terms of long credit, comes 
from all parts of the country, and even from abroad, into 
a locality where large earnings can be realised. No wonder 
that prosperity appears in such a place; but it is the capital 
and not the expenditure that has given rise to it. The 
prosperity, hke the poverty, has simply migrated thither. In 
order to show that it is the capital and not the expenditure 
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that creates this prosperity, we will invert the hypothesis, 
and instead of assuming (as we did just now) increased ex- 
penditure without the introduction of capital, we will assume 
the introduction of capital without increased expenditure. 
A large manufacturer settles in a town ; he causes a factory 
to be built there, and devotes the whole of his profits to the 
extension of his works, in which more and more operatives 
are employed every year. Now, what will be the result ? 
Some might be disposed to reply that, as the things produced 
in the factory must be sold somewhere, we are bound to 
arrive ultimately at expenditure as the final requisite for the 
payment of wages. But what does being sold mean? It 
means being exchanged for other goods, and there can be no 
other goods unless they are produced. Thus production and 
not expenditure is the primary requisite for the payment of 
wages, and production presupposes the existence of capital. 

We do not mean by this to deny that any advantage 
accrues to a country from the fact that many wealthy 
foreigners settle, or spend a part of each year, in it. Who 
can deny that Switzerland derives advantage from the count- 
less travellers who arrive there every summer and (in certain 
parts) every winter, and stay some months ? The gains are 
probably not so great as they appear ; since the capital 
required to supply the visitors’ wants, in so far as it is not 
furnished , from abroad, is withheld from other uses. At the 
end of 1893, Switzerland had invested in hotels and furniture 
alone a sum of £19,774,000, which yielded in that year an 
average interest of only 6-81 per cent.,^ out of which insurance, 
maintenance, and depreciation had to be provided for. Still, 
the advantages are undeniable. To lose its foreign visitors 
would undoubtedly be disadvantageous to such a country as 
Switzerland. 

In such cases there operates a cause of increased national 
wealth, of which we shall have much more to say when we 
are discussing international trade, namely, the fact that the 
ratio of exchange with foreign countries becomes more favour- 
able. If we examine the trade statistics of Switzerland ^ we 
find that in 1893 there were— 

^ De Economist (1894), p. 776. 

^ Annnaire de V icommie politique (1896), p. 832. 
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Imported 

Merchandise, to the vaine of . . . , £33,100,880 

Specie „ „ .... 1,355, 160 


Total 

Exported : — 

Merchandise, to the value of . 

Specie an • • 


. £34,456,040 

. £25,858,040 
1,947,840 


Total . .£27,805,880 


We see from this, that the imports of merchandise ex- 
ceeded the exports by £7,242,840 ; furthermore, that, as 
regards specie, the known exports were nearly £600,000 in 
excess of the known imports. But other specie was imported 
and exported, of which no account could be taken in the 
customs statistics, namely, that which was brought into and 
taken out of the country by foreign visitors. There is no 
reason to suppose that the stock of money in Switzerland was 
reduced in 1893 ; but the figures given above might certainly 
lead one to conclude otherwise. The annual indebtedness of 
foreign countries to Switzerland, arising from the sojourn of 
foreigners in that country, is ultimately discharged, not in 
money, but in merchandise, not brought by the foreigners, it is 
true, but imported into Switzerland in exchange for the money, 
or against the bills or letters of credit, which the foreigners 
bring with them or receive. This is proved by the excess of 
imports over exports of merchandise.^ 

The example chosen is typical. A country in which 
much money is spent by foreign visitors does not allow its 
stock of money to increase indefinitely ; it imports more goods 
than it exports, and the excess corresponds in value to what 
the foreign visitors have spent; the remittances which those 
foreigners receive will consist for the most part in bills of 
exchange drawn for goods supplied. If the visitors, instead 
of coin and bank notes, bills of exchange and letters of credit, 
had brought goods or ordered goods to be sent to them in 
the country which they were visiting, the economic effect of 
their expenditure would have been just the same. And 


1 To which other causes may have contributed. 


284 


ECONOxMICS 


PABT I 



what do they get in return for their payments,— for those 
things which they supply indirectly ? Their return consists 
partly in services of various kinds, partly in food, drink, and 
other goods. Thus a country in which expenditure is incurred 
by foreign visitors, trades, as it were, with foreign countries, 
but does so upon very favourable terms. Firstly, .because it 
takes care to be well paid ; secondly, because it saves export 
freights. Holland exports butter, cheese, and cattle ; it has to 
deliver them in the place where they are to be consumed. 
Would it not be an advantage to Holland if foreigners were to 
go there and buy the butter, cheese, and beef at shop prices ? 
The advantage would lie in the fact that the Dutch people 
would get a larger quantity of other goods in exchange for 
those articles ; and this is the advantage, the origin and nature 
of which we have been trying to explain. 

Nevertheless, it seems to us probable that in such cases 
capital gains more than labour. When foreigners visit a 
country they do, no doubt, bring with them current coin or 
paper conferring a claim thereto ; still, the supplying of their 
wants will call for buildings, instruments of production, 
supplies of goods, and thus increase the need for capital. 
The same thing applies, even to a greater extent, when 
foreigners settle permanently in a country, because in that case 
there is less probability of ready-money payment. And what 
has just been observed has a still wider bearing. Let us 
consider it for a moment. 

John Stuart Mill heads one of the sections of his 
Primiples ^ with the words : Demand for commodities is not 
demand for labour.” This assertion has been rightly described 
as paradoxical ; demand for goods is certainly demand for 
labour. Mill need not have had recourse to so strange a 
proposition in order to prove his contention that— to use 
his own words — the demand for commodities determines in 
what particular branch of production the labour and capital 
shall be employed ; it determines the direction of the labour, 
but not the more or less of the labour itself, or of the main- 
tenance or payment of the labour.” He might have reasoned 
thus: Granted that demand for commodities is demand for 
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labour; and, as nearly all expenditure presupposes a supply 
of commodities — otherwise, where are the necessary means to 
come from ?— it is clear that expenditure does not increase 
the demand for labour. He might have added another very 
important thing to his demonstration, a thing which he did 
not overlook, but which he would have presented in a much 
clearer light had he introduced it in this connection. 

Demand for goods is, unquestionably, demand for labour ; 
but it is also demand for capital, and it is precisely by such 
expenditure as is generally held to operate most favourably 
upon wages, that the need for capital is most increased. 
Spacious dwellings, magnificent hotels, rich theatres, luxuri- 
ously fitted restaurants, shops exhibiting an abundant choice 
of goods — none of these things can be provided without capital. 
We hear of prosperity, which is supposed to be engendered by 
expenditure ; were it not for the expenditure of foreigners, which 
adds part of their income to ours, surely this prosperity must 
always be confined to a particular class of entfepremufs and 
to the class of capitalists. The fund out of which wages are 
paid represents, not the whole, but only a part — it may be the 
greater part — of a nation’s circulating capital. But the greater 
the withdrawals from circulating capital, whether in the process 
of conversion into fixed capital or otherwise, the smaller the 
amount remaining over for the purpose of paying wages. This 
is a point to which, as a rule, too little attention is given. 
People wish to demonstrate that expenditure operates favor- 
ably upon wages, and they give reasons from which it is only 
possible to deduce that it operates favourably upon the demand 
for capital ! Let it not be forgotten either how greatly the 
owners of building land benefit by the way in which population 
becomes concentrated in large cities ; we do not say that this 
benefit accrues to them at the expense of wages, but it is 
certain that wages gain nothing by it. 

The special importance which we attach to a correct 
understanding of this subject induces us to dispose of a third 
objection. If expenditure does not operate favourably upon 
wages — it is sometimes asked— how account for the fact that 
poverty always arises when expenditure is reduced ? How 
comes it that the same thing happens when there ceases to be 
any demand for a particular article of consumption ? 
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The question is easily answered. The person who buys 
or produces goods with the object of exchanging them finds 
himself disappointed if he cannot attain his object. He feels 
as if he had wasted his capital on useless labour. The loss 
which he suffers will be still greater if the demand has shifted 
to other objects. He may have expensive premises in which 
to sell the article, if he be a shopkeeper, or to make it if he 
be a manufacturer. But what conclusions, relevant to expendi- 
ture, are to be drawn from this? Either those who have 
hitherto been in the habit of buying the article are no longer 
able, or they are no longer disposed, to continue buying it. 
If they are unable, it means that their incomes have been 
reduced ; if they are unwilling, it means that their demand 
has shifted to other objects. Society is based upon division 
of labour combined with a certain continuity of wants. If 
the wants change, or if some people become lacking in means 
to supply them, then the application of labour, the grouping 
of labW and capital, ceases to be in harmony with what is 
required at the given moment. Suppose that all manu- 
facturers were in the habit of devoting half of their profits 
to improving or renewing their machinery, and that there 
were, in consequence, a large number of establishments for 
the construction of machinery. If all the manufacturers were 
now to decide upon spending the whole of their profits in 
the future, the result would be that employment would become 
very scarce in the engineering trade — a proof that the dis- 
turbance is due to change of demand irrespective of whether 
the new demand be for articles of consumption or for other 
goods. 

Yet another word concerning a doctrine which is very 
frequently proclaimed in these days, and which can nowhere 
be better refuted than here. According to some, the arbitrary 
raising of wages tends to the advantage of the entrefreneur 
class, inasmuch as it increases the demand for goods. The 
entrepreneurs would be unable to dispose of their products, 
which are always increasing in quantity, if they did not 
manage to find purchasers for them among the working classes. 
For the wealthy constitute scarcely one-tenth of the popula- 
tion ; nor do they purchase larger quantities of food and other 
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necessaries even when such articles become cheaper, or their 
own incomes become larger. With the working classes it is 
different. No sooner do they earn more than they consume 
more ; thus a market is found for the products.^ 

This reasoning is very defective. The sum which work- 
people will spend on new purchases can never exceed the 
amount by which their wages have been increased. The 
entrepreneurs never get back anything but their own money. 
They will have purchased raw materials, they will have 
burnt fuel, worn out machinery, enlarged their factories ; and 
where will their profit be ? They pay £1,000,000 more in 
wages, without being obliged to do so, and they get £1,000,000 
back ; not as a gift, however, but as the price of all kinds of 
things which they have supplied. Clearly they are bound 
to lose. And this calculation is much too favourable ; for, 
when the entrepreneurs--in this case the manufacturers and 
agriculturists — pay £1,000,000 in the shape of increased 
wages, the sum which returns to them is not an equivalent, 
it falls short of this; it falls short by the difference between 
the amounts of the wholesale and retail prices respectively. 
We think it hardly necessary to dwell on this point any 
longer ; one is astonished to find such reasoning in a scientific 
work like that of Schoenhof. 

One thing more and we have done. Expenditure-— put- 
ting aside that of foreigners — is not a cause of wealth for the 
workpeople, but may it not be so for the entrepreneurs? 
Not if by entrepreneurs we mean producers in the strict 
sense of the word only. If, owing to less being spent, more 
capital is being created than before, more entrepreneurs will be 
required in order to make use of that capital. Production 
will take a new direction, but its scale will not be reduced ; if 
anything, it will be extended. It would also be wrong to 
maintain that, in a country where much is saved, the need for 
small industries is less than in a country where less is saved 
and more spent; factories and agricultural enterprises provide 
work for all kinds of small businesses, as we may see for our- 
selves any day. It cannot even be conceded that ultimately 
fewer shopkeepers will be required in such a country ; for, as 
soon as the creation of capital has brought about an increase 

^ J. ScHOEXHor, The Economy of High Wages (JTew York, 1893), p. 64. 
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in the aggregate of incomes, shops will multiply. All that is 
true is, that at first the need for shops and other establish- 
ments for supplying the wants of wealthy citizens will be 
smaller. Fewer large shops will be started ; speaking 
generally, the localities in which wealthy people spend their 
incomes will be fewer. We mention this, not merely by 
way of completing what we have had to say upon the subject 
under consideration, but also in order to explain more clearly 
how the doctrine which we are opposing has originated. When 
we enter a town and observe many fine hotels and brilliantly 
lighted restaurants, we are apt to regard that town as very 
prosperous. We are prone to take causes and signs of indi- 
vidual wealth for causes and signs of social wealth. Expendi- 
ture may be a cause of individual wealth ; it is the main 
channel for releasing a portion of large incomes. But whither 
is this released wealth borne ? Mainly into the hands of a 
particular group of entrejpreneurs ; only a certain amount of it 
finds its way into the hands of those individuals who benefit 
by being dealt with according to the Dutch proverb : The 
hand that wins is liberal.'’ 

Bastiat once wrote something which he headed : Ce qu^on 
voit et ce qu^on ne voit pas. To reveal the unseen is one of the 
chief uses of scientific inquiry. 

§4 

Schemes for Providing Employment 

From what has been said in the last section, hints may 
be gleaned for coping with what is wrongly considered an 
evil peculiar to our own time, namely, want of employment. 

It is not always by charitable schemes that this evil 
should be combated. In many cases there are means for 
doing so, the application of which would be retarded by 
charity. When workmen have forced up wages by means of 
strikes, and various entrepreneurs have reduced their under- 
takings in consequence ; when growth of population has out- 
stripped growth of capital ; when corn prices have been rising 
for a long time, so that year by year a larger portion of the 
nation’s income has had to be sent abroad to pay for the 
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necessary supplies of corn ; in these and all similar cases the 
equilibrium between supply and demand has been destroyed, 
and the only, though painful, expedient by which it can be 
readjusted consists in reducing the level of wages. Eesist- 
ance to this reduction does more harm than good ; and though 
charity has a duty to perform in cases like these, it must give 
no support to such resistance. All charity has this drawback, 
that it restricts savings in the case of many who practise it ; 
and in circumstances like those just described, the creation of 
capital, as a means of strengthening demand, is more necessary 
than ever. 

All effect quite the reverse of this is usually attributed 
to charity. It restricts expenditure, we are frequently told, 
and thus causes scarcity of employment. This statement is 
inaccurate, and the arguments based upon it are not even of 
service to those who, in spite of all that has been urged to 
the contrary, persist in believing that wages are affected 
favourably by expenditure. Charity never reduces the sum- 
total of expenditure, it simply alters the way in which that 
total is distributed. When a number of people jointly adopt 
the practice of saving a certain sum out of what they have 
been accustomed to spend in the year, and devote that sum to 
almsgiving, they certainly diminish the demand for particular 
classes of goods ; and for a time, until things have adapted 
themselves to the new condition, this will occasion disturbance 
in particular branches of industry. Enterprises are organised 
in such a way as to supply existing wants;, if these wants 
change, the existing organisation ceases to fulfil its purpose. 
But the weakening of the demand for certain classes of goods 
is at once accompanied by a strengthening of the demand 
for others, since the recipients of the alms are sure to put 
the money to some use. 

No, it is when it does not involve retrenchments on the part 
of those who practise it, that charity— apart from its moral 
effects — does harm in an economic sense. Its injurious effects 
become manifest when it encroaches upon savings, and this 
it always does to a certain extent. If we want to practise a 
philanthropy which shall be free from grave objections, we 
must deny ourselves by exactly so much as, by our charity, we 
confer upon others in the shape of goods or enjoyment. In 
VOL. I H 


290 


ECONOmCS 


PABT I 


this as in many other things, the course laid down by the 
loftiest ethical precepts is the same as that prescribed by 
economics. 

It would be futile to try to evade this conclusion on the 
ground that saving may consist in the purchase of foreign 
stocks and shares, by the accumulation of which the property, 
but not the capital, of a nation is increased. It would be a 
poor kind of patriotism that declined to concern itself with 
the lot of the workers of other countries ; such narrow senti- 
ments are to be deprecated. The more so, as we ourselves 
are foreigners from the point of view of other countries ; so 
that wrong principles, universally applied, will have their 
harmful effects for us too. Besides, there is no reason what- 
ever for assuming that saving will lead exclusively, or even 
primarily, to the accumulation of foreign stocks and shares, 
since a portion of newly created capital always seeks investment 
in native industry, and every slackening in the growth of 
interest} -bearing property, no matter in what that property 
consists, is, in itself, a cause of less abundant creation of 
capital in the future. 

But we may be sure that the lofty ethical precepts to 
which we have alluded will never be fully complied with, as 
many would find it too difficult to comply with them. A 
person who has once adopted a certain style of living, cannot 
change it without a great effort, or without entailing hardship 
on his family. Charity, if extensively practised, will always 
lead to restriction of savings, and for that reason it must never 
be resorted to as a means of combating prolonged scarcity of 
work. For this there is but one remedy, and that is the reduc- 
tion of the level of wages, and any effort to prevent or put off 
that reduction in such a case is to be condemned. It is to be 
condemned irrespectively of what has been demonstrated above. 
It would be wrong to allow a large number of able-bodied 
workpeople to live permanently on charity, even on that 
form of charity which consists in artificially providing work. 
Those who lend their support to such a condition of things 
are assisting in the demoralisation of the working classes. 
They are increasing the army of those in whom the sense of 
self-respect has been destroyed. 

Philanthropic schemes are eq,ually unavailing as remedies 
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for local scarcity of employment; such, for example, as may 
be seen in a town where the working population has grown too 
numerous, or where wealth has declined, so that fewer people 
than formerly are able to earn a living there. The only 
effective remedy in such a case is for the surplus population 
to settle elsewhere, or — if their migration be open to the 
objection of causing an equal degree of poverty elsewhere — 
for wages to fall. It would be tedious to prove this. Chronic 
scarcity of employment is always a sign of inequality between 
supply and demand in the labour market, and this inequality 
can only be got rid of by stimulating demand, that is, by re- 
ducing the wages, or diminishing the supply of labour. 

It does not follow from what has been said that philan- 
thropy must never intervene at all in such cases. Even 
after they have submitted to a necessary reduction in wages, 
the workpeople cannot all find employment at once, for capital 
has to assume certain forms before it can unite once more with 
labour in production. And when migration has to be resorted 
to, the exodus of some thousands of workpeople from a town 
cannot be accomplished with haste, nor ought it if it could. 
Thus there will be periods of transition, and it is during such 
periods that philanthropy can render invaluable services. Its 
aim should consist, not in struggling persistently with scarcity 
of employment, but in assisting the workpeople until they 
have righted themselves by agencies to which they themselves 
must have recourse, but of which, in some cases the effective 
operation, in others the application, requires time. 

The same idea is expressed by saying that in such cases 
philanthropy, if well organised and directed, finds ample scope 
for temporary work, whereas unorganised philanthropy, acting 
upon the impulse of the moment, only does harm. 

Besides cases in which philanthropic agencies are necessary, 
not for the purpose of combating scarcity of employment, 
but for alleviating the hardships incidental to a period of 
transition, there are other cases in which such agencies are 
peculiarly fitted for use as remedies: economic investiga- 
tions do not lead to disparagement of the work, but to a 
more accurate delimitation of the domain of charity. There 
are periods when capital retires, discouraged by heavy 
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losses. The usual desire of the capitalist to enjoy interest is 
then overridden by fear lest his property should depreciate 
further. There are times, too, when the necessary raw materials 
are not forthcoming. We remember the well-known ^ cotton 
famine/’ as it was called, in England — ^the dearth of cotton at 
the time of the American Civil War, by which great distress 
was caused in certain manufacturing districts. To allow free 
play to the law of supply and demand in such cases would be 
inhuman, as it would cause thousands to die of starvation ; it 
would also be foolish, seeing that matters would be likely to 
improve before long. In such cases it is neither necessary 
nor even possible to prevent wages from falling, but it is 
certainly expedient to restrict their fall by rendering a large 
number of workpeople independent of industrial wages. The 
best way to do this, both on economic and moral grounds, is 
to organise relief works. 

But in what should these relief works consist ? This is a 
most important matter. The belief is very widely held, that 
relief works should be of such a nature as not to be detri- 
mental to private industry; that otherwise they will cause as 
much dearth of employment a^: they relieve. We admit the 
correctness of this opinion, in so JEar as it has reference to 
exceptional cases, such as those referred to above ; but these are 
not the only cases in which recourse is, and must be, had to 
schemes for providing work. In some trades, owing to seasonal 
and other causes, there is periodical scarcity of employment, 
and charity cannot evade the duty of providing against such 
times. There are some, it is true, who hold that doing this 
simply helps to perpetuate wrong conditions by weakening the 
incentive to save during the months in which good wages are 
earned, and by swelling the number of persons seeking employ- 
ment in particular trades. Doubtless, say these people, great 
poverty would have to be suffered for a while if charity declined 
to intervene any longer in such cases, but in the end the evil 
would diminish. Those who were improvident or extravagant 
would experience all the hardship entailed by such failings, 
while others would abandon the calling in which they were so 
frequently without work, and thereby relieve the market for the 
rest. All such statements, however impressively delivered -at 
times, are mere hypotheses. They have never yet been put 
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to the test in a civilised European community, and it is very 
doubtful whether they would stand such a test. We will 
return to this point in a later chapter, where a few arguments 
will be stated against the theory which advocates deterrent 
methods in schemes for dealing with pauperism. 

For the present we would merely allude to an observation 
made by Charles Booth, in his Life and Labour of the Peofle 
in London^ namely, that modern industry requires a certain 
unemployed margin, some reserve of labour/’ In order that 
serious inconvenience may not arise at certain times, it is 
necessary that, at other times, there should be persons un- 
employed in some trades, since the number of persons required 
is not always the same. And the kind of inconvenience here 
referred to, produces difficulties not only for entrefreneurSy but 
for the community in general. If the supply of workpeople 
falls short of the number needed at a given moment, raw 
material perishes, crops cannot be got in, ships cannot be 
loaded or discharged. Such things must necessarily dis- 
organise a variety, of trades, and, by doing so, create fresh 
causes of scarcity of employment. 

It will not be possible, therefore, for philanthropy to with- 
draw from the field of work of which we have been speaking, 
though here more than anywhere else its action will have to 
be tempered by discernment. It will have to discriminate 
between workers with large, and workers with small families, 
between those whose earnings are normal and those whose 
earnings are abnormal in the busy season. But even when 
it has eliminated all the cases that ought to be eliminated, 
there will still remain plenty of work for it to do. 

The proposition which we shall now endeavour to prove is 
that, in organising relief work intended for cases of periodical 
scarcity of employment, the kind of work to be selected is that 
which (in the commercial sense) is the most productive ; that 
regard for the economic interests (here again identical with 
the moral interests) of the community in general, does not 
prohibit our entering on the domain of private industry. 
The same thing may, we believe, be declared to be true 
of schemes for providing work for moral and social out- 
casts, for those who have lost, if indeed they had ever 
acquired, the habit of work, and whom it is desired to 
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raise to a better condition. In their efforts to achieve this 
purpose, people have often felt themselves hampered by an 
imaginary economic objection. Upon educational grounds, it 
was clearly necessary to choose work of a nature calculated to 
raise human beings, not to degrade them. It was felt that care 
must be taken not to set people to perform useless work, or 
work which taught them nothing. But it was feared that to 
choose other work was to cause detriment to private industry, 
to “ take bread out of the mouths ’’ of certain people. These 
considerations resulted in most cases either in a compromise or 
in surrender to the economic objection. Hence the prevalence 
attained by those wretched relief -work schemes by which so 
much harm has been wrought, and which the leaders of the 
Salvation Army have so rightly denounced ; ^ hence also 
the mistaken course originally taken in the matter of prison 
labour. It is not enough to point out the moral disadvantage 
resulting from this. People must also be brought to see that 
the economic objection is a fancied one. 

As a matter of fact, schemes which consist in setting 
people to perform useless, or only slightly productive work, 
are very expensive. If the sum needed for applying a 
scheme based upon the sound method be represented by 
a, then the sum a 4* 6 will be required in order to apply a 
scheme based upon the other method. The latter is devised 
with a view to preventing a reduction in the demand for 
products of private industry ; but evidently it fails in this 
respect, since the demand will be decreased by an amount 
equal to 6. 

But the error lies deeper. It consists in failing to recog- 
nise the truth that the real provider of employment always 
is capital. Whenever part of the demand for certain goods 
is supplied by relief work or prison work, private industry 
is certainly restricted to some extent in consequence. 
But part of the capital employed in the industry so affected 
then becomes released, and that capital does not remain un- 
employed for ever ; it ultimately finds employment in some 
other branch of industry, and there provides as many people 

^ See (inter alia) Bramwell Booth, Work in Darkest England (1894, third 
edition), pp. 20-23. Also H. Wr Methobst, WerkinricMingen voor Behoef- 
tigen (Utrecht, 1896), p. 66. 
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with, a livelihood as it did before. We will express ourselves 
more accurately, so as not to leave any support -whatever for 
the error that capital mist be driven feom private industry. 
The only circumstances in which this is bound to happen are 
those in which the wrong system has been in operation on an 
extensive scale and is suddenly abandoned in favour of a better 
system. Sudden transitions, even to a better state of things, 
are generally productive of dfficulty for certain individuals. 
The introduction of new machinery, the construction of rail- 
roads, the abolition or reduction of protective duties, when 
suddenly effected, always entail hardship upon individual 
members of the community. But that is no reason why we 
should forbid the introduction of new machinery, or neglect to 
construct railroads, or persist in levying protective duties ; it 
simply conveys the lesson that haste is to be avoided wherever 
it is necessary and possible to avoid it. So in the present 
case. As the population grows and its income increases, so 
also does its need for products. The effect, the^elore, of 
gradually substituting a superior for an inferior system of 
providing work will not be to render existing enterprises 
superfluous, but to cause the direction taken by new enter- 
prises to be other than it would have been had the old system 
been fully adhered to. A part of the increasing demand for 
products will continue to be supplied by the labour of those 
for whom philanthropy has provided work. This will certainly 
cause a contraction on one side of the domain in which private 
industry is free to develop ; but there will be an expansion on 
the other side. The spirit of enterprise, stimulated by the 
capital which has been released, may be trusted to secure this. 

Speaking of relief work, Dr. H. W. Methorst expresses 
himself in the following terms in his otherwise excellent 
thesis on this subject : '' The great objection which it is 
impossible to get rid of altogether, is that all relief work, 
by placing manufactured goods in the world market, enters 
into competition with private industry. The mere fact 
that those, for whose relief such work is provided, practise 
a trade and sell the products of that trade, is not one 
against which any valid objection could be sustained ; for, are 
not the persons who are thus relieved members of the com- 
munity ? Relief work which involved nothing more objection- 
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able than this would be industry in the ordinary sense ; but 
something more objectionable is, as a matter of fact, involved. 
If the articles produced in a relief institution had to pay for 
what they cost in raw material, wages, and administrative 
expenses, they would often have to fetch double or treble the 
price obtained for the same class of goods produced by private 
industry. In order to make it possible to sell these articles, 
not only has their price to be brought down artificially to the 
! level of the market, but frequently the goods have to be sold 

j for less than the market price.” One cannot but feel that if 

this reasoning were sound, a very slight modification would 
suffice to convert it into a very strong plea against the intro- 
duction of machinery and in favour of the protective system. 
Either the objection is true only in regard to the difficulties 
incidental to the transition period, in which case it can be 
got rid of, more especially in towns in process of rapid develop- 
ment ; or it is fundamental, in which case, however, it is an 
objection against admitting any new competition whatever, 
home or foreign, on the part of persons who can produce 
more cheaply than those who have hitherto carried on the 
trade. 

'' Frequently the goods have to be sold for less than the 
market price.” In the language of daily life, we would reply 
that the purchasers of these goods will then demand more of 
some other kind of article. This is the first advantage. And 
the relief work will entail less sacrifice upon the wealthy inhabi- 
tants, who will therefore be able to spend more ; so that we 
have here a second advantage in which private industry will 
have its share. In the language of science, this may be 
expressed as follows; Production is the source of all wealth. 
The dearer things are, and the greater the prevalence of 
, poverty, the greater the necessity for production. If the 

i ' ■ course of things be such as to make it necessary that the 

energies of some shall remain unutilised, and if charity has 
I ^ iji to step in to provide against this ; or if some people have 

; to be sent to prison, and thus withdrawn from productive 

i industry, — there is already sufficient cause for regret. The 

>( labour which we provide for, or impose upon such people, can 

never yield value equivalent to the cost of maintaining them. 

I ‘i But let us make this loss as slight as possible. Mankind lives 
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on what it produces. Its wealth can never be increased by 
setting people to perform useless work. 

What is the best method of providing employment ? A 
workman is unable, at a given moment, to perform services of 
sufficient value in his own trade. But this is no reason why 
his services may not possess value for other purposes, though 
their value may be less than that indicated by the normal wages. 
Charity now steps in. It receives the unemployed workman 
into an institution managed by competent men, whose first 
endeavour is to ascertain what kind of work he is best able to 
perform. They give him such work to do after fitting him as 
far as possible for the task. They ascertain the maximum 
value, as it were, which his labour still retains outside his own 
trade, and they utilise the result of the investigation to his 
own advantage. At the same time they stimulate him to put 
out all his strength by making it to his interest to produce 
much. An institution of this kind should be conducted, as 
far as possible, on the lines of an industrial concern. The 
inmates should be brought to realise that they are taking part 
in the great social work of production, though in an un- 
accustomed manner. Partly in order to evade the economic 
objection referred to, the plan has sometimes been adopted, in 
relief works, of manufacturing goods intended for distribution 
among the poor. This combination of two such difEerent 
forms of charity — providing the unemployed with an income, 
and the poor with furniture and other articles — ^is to be depre- 
cated, if only because the one imposes requirements totally 
different from those imposed by the other, and because they 
make the scheme expensive. But the chief objection against the 
combination of these two forms of charity is, that it prevents 
the scheme being regulated in the best way. The goods should 
be sold in order that the workman may see for himself how 
much his labour is worth, and in order to convince him of 
the genuineness of the industrial character of the institution. 
Compared with such devices as setting people to sort out agri- 
cultural produce previously piled in confusion for the purpose, or 
to clear away stones from fields on which they had previously 
been scattered intentionally, or to repair roads and ditches 
deliberately damaged beforehand — all of which devices have 
been practised more or less in former times, — the system just 



298 


ECONOMICS 


PAET I 


described is indeed greatly to be preferred. It aims at being 
educational. But in seeking the best means of fulfilling this 
aim it stops midway. A scheme for providing work may, and 
should, be one of the highest forms of charity, and, to be this, 
it must comply as far as possible with the conditions requisite 
for success in an ordinary industrial concern. 

The objection might be urged that an institution con- 
ducted on such lines may have serious consequences. Suppose, 
for example, that it supplied bread, and that a number of 
bakers had been obliged to choose some other trade in con- 
sequence ; then, in the event of an increased demand for 
labour, the needful quantity of bread would not be baked. 
This objection is valid, but only in regard to perishable 
articles. In the case of non-perishable articles, regularity of 
supply is quite possible, even though the intermittent char- 
acter of the scarcity of employment should be the cause of 
irregularity in their production. Still, it will be seen from 
this, that the application of the general principle — of selecting 
those objects on which least loss will be incurred — ^requires 
some limitation. This hmitation must consist in the exclusion 
of perishable articles from the range of our choice. 

But there is another thing to be learnt from the above 
objection. At the beginning of our demonstration as to the best 
system to be applied in connection with schemes for providing 
work, it was stated that the means for combating exceptional 
scarcity of employment are different from those to which recourse 
must be had in dealing with periodical scarcity. The grounds 
for this difference will now, we think, be evident. The reason 
why, in cases of periodical scarcity of employment, preference 
should be given to a scheme based on strictly commercial 
principles is, that the capital which such a scheme withdraws 
from certain branches of private industry may remain per- 
manently withdrawn from those branches ; and where the 
introduction of the strictly commercial system is gradual, there 
need be no question of withdrawing capital, but merely of 
preventing it to a certain extent from developing particular 
kinds of production. Neither of these things can be said of 
relief work intended for exceptional scarcity of employment. 
In this case the distress which renders the relief work 
necessary, usually manifests itself suddenly. The harvest has 
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failed ; disturbances have arisen somewhere ; an exhibition 
has attracted thousands of people to a town and has closed 
just as the winter sets in. Such cases call for prompt action, 
and to apply any system gradually is out of the question. 
But after a while the necessity for relief work ceases to exist ; 
what would be the condition of things now, if transfers of 
capital from one industry to another had taken place in the 
meantime, and perhaps at great sacrifice ? And if they had 
not taken place, a certain amount of capital would have been 
condemned to idleness in the event of the relief work having 
entered on the domain of private industry. Lack of employ- 
ment for capital means lack of wages for workpeople. Where 
we have to cope with exceptional scarcity of employment, it 
would be wrong to apply the system which is so suitable for 
relief work intended to deal with periodical scarcity of em- 
ployment. To do so would be like trying to cure a disorder 
by means which would cause the same disorder to break out 
elsewhere, probably on a more extensive scale. 

Special cases require special measures. Here it will be 
necessary to find work of the most useful kind procurable, but 
at the same time of a kind not performed by others. We 
shall show in a later section that the commercial productivity 
of enterprises is a general, though not always an accurate, 
measure of their economic productivity. There are works of 
which the results possess little or no marketable value and 
by which the wealth of mankind is nevertheless increased. 
It is works such as these that should be chosen. Private 
industry, unless subsidised, never undertakes them because 
they afford no opportunity of earning profit ; all the more 
reason why charity should select them for the purpose of 
providing employment for those with whom it deals. 

A number of schemes have already been organised in 
accordance with these principles, and they have chiefly con- 
sisted in the construction of public roads. A public road, on 
which no tolls are collected, can never bring pecuniary 
advantage to the person who pays for its construction, unless, 
of course, that person has some specially important private 
interest to promote by having the use of the road. But the 
general welfare of a district is often greatly promoted by^the 
construction of roads, so that a scheme in which the unemployed 
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are set to perform work of tMs kind may be very useful m an 
economic sense. Here, then, we have 

of the direction in which the means for solving the problem 
of exceptional scarcity of employment must be sought. When- 
ever, owing to local circumstances, these means are not available, 
recourse may be had to the system of manufacturing articles 
useful to the poor, but too dear to be purchased by them, and 
consequently never suppHed to them by private industry. We 
should not like to recommend this system m schemes or 
dealing mth periodical scarcity of employment r but when 
applied to the organisation of exceptional rehef work, i s 
advantages are great. 


§5 

Reduction of Hours of Labour as a Remedy for 
Scarcity of Employment 

We have now to examine the value of another opinion, which 
many hold in these days, and which also bears upon the ques- 
tion of scarcity of employment. There is a strong movement, 
as we know, in favour of the shortening of the hours of labom. 
Experiments have shown that in very many cases it is possible 
to reduce the hours of labour without diminishing production. 
But even the most zealous advocates of the measure will admit 
that the conditions are not in aU trades such as will allow of 
a shorter working day being attended by an increase-at any 
rate a proportionate increase— in the amount of labour per- 
formed per man per hour. Some, however, hold that this 
should not prevent our advocating the reduction of the hours of 
labour. Granted, they say, that the shortening of the wor^g 
day causes, here and there, a falling ofi in production, t ere 
arises a compensating advantage, namely, a decrease “ 
number of unemployed. Eor, either more hands will e 
engaged to perform the work that has to be done, or that work 
wUl take longer to complete. In either case the effect mil 
be favourable so far as scarcity of employment is concerned. ^ 
This opinion is correct— subject, however, to a certain 
reservation ; and what that reservation is, may be seen from 


^ See G. M. dek Tex, Yerhorting van den Arbeidsdag, Amsterdam, 1895. 
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the following. One hundred agriculturists and one hundred 
artisans settle in a newly cultivated district, and each ex- 
changes his products with those of the others. In order to 
make room for ten new colonists of each kind, all reduce their 
working hours by one-tenth. This will certainly have the 
effect of preventing the new-comers from being unemployed. 
The measure will have achieved its purpose, because each of 
the original colonists has been willing to submit to a reduction 
of income proportionate to the decrease in the amount of 
labour which he performs. If the old population allows the 
new-comers to share in the use of its implements and other 
capital, it really provides against their having to suffer want. 

This illustration shows what we may, and in fact must, 
concede to supporters of the theory which we are now examin- 
ing. They think it wrong that some should be working 
12 or 14 hours per day, while others can scarcely earn 
anything ; by reducing these long hours the army of the 
unemployed will, they think, be reduced. From a purely 
theoretical point of view — dfficulties may arise in practice^ 
— there is nothing to be said against this, provided always 
that it be admitted that the application of this means for 
dealing with the unemployed can only result in a displace- 
ment of wages, that the man who works less will earn less, to 
the advantage of the man who takes his place. This is the 
reservation of which we have spoken. 

There are some, however, who are not content with the 
recognition of this simple truth. No, they say, it is not true 
that a reduction of the hours of labour entailing a decrease in 

^ In order to avoid importing any new element into the question we refrain 
from touching upon this point. Some are of opinion that the practical diffi- 
culties are insurmountahle. In an article on “ The Probable Effect on Wages 
of a General Reduction in the Hours of Labour,” in the Report of the 60th 
Meeting of the British Association for the Advancement of Science (London, 
1891), p. 4:73, Professor Muheo says ; “ It has been suggested that the net 
production could and would be maintained (if not increased) by the employment 
of the unemployed. Such a suggestion implies that there is a class of unem- 
ployed possessing the requisite physical powers, mental mtelligence, and 
technical skill required in the industries where the hours of labour are reduced. 
No such assumption can be granted. Indeed, there is ample ground for con- 
tending that, as far as skilled industries are concerned, the hulk of the 
unemployed do not possess the necessary skiff to engage in them.” 

The extent to which these observations are true, depends upon what the 
expression “ skilled industries ” is meant to cover. 
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The aLe«se o£ produotion iteeli mntams tie ' 

£.e Soo£~ — ^ :rronr- 

be no need foe them ^“W “ 

Se pLtS M Lk to the old level vehen tk. en^f 
S nen.rdn kee rendered it potable to p^dnce the goo^ 
j. ’vvol-o- fls before To entertain tins fear -would be to 
^ extensively a • important, namely, the increase 

rthfaem.4"S“iria.n\ronght .boot throngh the 
Set ^ Iny who were previously y:i^7 “I 

become — r Z flrg ^ t^ 

SSv“^ production. Ihns it will be posable to bring the 
unemployed into tbe ranks of the wage-earners without affect- 

in 2 the rate of wages. ^ 

There are three mistakes in this reasomng.^ I 
place it proves exactly the reverse of wha,t it is intended to 
Tove Can it be said that the workman loses nothmg when 
moLy wages remain the same, but thm^ become deam? 
Accor^g to the above demonstration, his real wages y 
whI we mean the sum-total of goods and enjoyments which 
h^cL procure-are reduced, and that is the mam thmg here. 
We contend that the money wage faUs, but that 
the same. No, say the others, the money ^geji®e8 not fall, 
but the prices are raised. Where is the difference ? 

In the second place, the reasomng is based upon a false 
enunciation of a tL proposition. Scarcity causes dearnes , 
we are told. This is only true when the scarcity is un 
accompanied by a decrease in pmchasmg power, and s^h a 
decrease may be looked for m the present case. Demand is 
Ly another word for supply ; decrease of 
involves decrease in the demand for products. If the horns 
Jlabour are reduced, less goods will be placed on the market 
tt for that very reason there will be fewer buyers, or the 
existing buyers wffl not be able to purchase as much as before. 
It is quite conceivable that the price of a particular article 
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may rise when, owing to a reduction in the hours of labour, 
less of that article is placed on the market ; though even then 
it is not certain that the smaller quantity sold at a higher 
price will realise as much money as the larger quantity sold 
at the lower price. But with every increase in the number 
of branches of industry in which the reduction of hours of 
labour is attended with the results here assumed, the possi- 
bility of higher prices resulting from the decreased supply 
becomes less. On the other hand, a new difficulty arises if the 
reduction in hours of labour be limited to the production of a 
few articles only. It is not enough that the prices of these 
articles should go up ; the higher prices must be maintained after 
the original output has again been reached. We are told that 
this wiU be ensured by the demand created by those now in work 
who were formerly unemployed. But what guarantee have we 
that the demand of these people will be directed towards the 
particular articles in the production of which shorter hours 
are being worked ? Thus we arrive at the following dilemma : 
either the shortening of the hours of labour and consequent 
reduction of output takes place on a large scale, in which case 
prices will not rise, since the purchasing power of many people 
will have been diminished ; or it takes place on a small scale, 
but then the higher prices, which may reasonably be expected 
to follow, will cease to prevail after production has been 
restored to its former level by the labour of those who were 
previously unemployed. 

In the third place, not only international trade, but also 
the effect of increased wages upon the demand for capital, 
has been forgotten. International trade, by increasing the 
imports and lessening the exports of goods which cost 
much in labour, will speedily make an end of the rise in 
prices, and the demand for capital will send the rate of 
interest up to a point at which certain enterprises can no 
longer be profitably carried on, so that workpeople must 
inevitably be discharged. There will then be a recurrence 
of the scarcity of employment which was thought to have 
been disposed of, and this can only be relieved by the remedy 
which it was thought possible to evade, namely, the reduction 
of the daily wage. 

It is a pity that the weak argument, of which we have 
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iust disposed, should ever have been put forward, seeing a 
it has thrown a far too unfavourable light upon the hheory 
which ascribes to the shortening of the hours o a om a 
favourable efiect on employment. It would, of course, be ^ 
very good thing if wages could remain the same, while the 
amount of work to be performed for those wages became 
smaller; but this is not to be expected. It may conceiv- 
ably happen in special cases owmg to the goodwill of suc- 
cessful erdr&preneurs, but not as a general 
disguise the real fact? It is certainly a pity that the 
reduction of hours of labour can only reheve scarcity of 
employment at the expense of the daUy wages of those whose 
hours' of labour are reduced. But it is a stiU grea er 
pity that a number of workmen should be unable at tunes 
to get employment in their trade; and if no + 

found for improving such a state of things, other than that 
of reducing abnormal earnings procured by working excessively 
Ion- hours, the price is not too high, considering the_ advan- 
tages secured. The more so, as the reduction in earnings per 
capita would ultimately diminish; the loss would pr(J»ably, in 
time, become distributed over a number far exceeding that 
of the persons who had originally to bear it. ^ At least, if we 
may believe what experts declare, and what in fact has been 
proved by many experiments, that in a large number of cases 
no perceptible decrease of output results from a reduction in 

hours of labour. i + + 

The following illustration may serve to make tins state- 
ment clear. Imagine a country where all the worlonen earn 
4s per day. All of them, without exception, have their hours 
of labour reduced by one fourth ; but 75 per cent, continue to 
produce as much as they did before ; the others, owing to the 
nature of their occupation, are unable to do this, and the 
result of their labour decreases in proportion to the reduction 
in their hours of labour. Their wages are now Is. per day 
less than before ; instead of 4s. they now earn 3s. per day. 
But can this state of things last? Here we have workmen, 
all possessed of egual strength and skiU, but some earnmg 4s. 
while others only earn 3s. per day; will not this inequality 
disappear? There is every probability that it will after a 
while. It would be difficult to calculate exactly how wages 



CHAP. VI 


THE WAGES OF IxABOUB 


'■sm 


will then stand, but this much may be regarded as certain, 
that |bny loss in earnings due to the reduction of hours of 
labour, and not made good by an increased output per hour, 
though at first borne by a part only, will ultimately be borne 
by the whole of the workpeople whose hours of labour were 
reduced ; but in such a way that for each of them the loss 
will be smaller than it originally was for some. 

Thus the theory which we have been discussing may be 
regarded as admissible provided it be feeed from the error 
which has become attached to it. Nor must we fail to bear in 
mind that the greater the number of cases in which an un- 
diminished output is maintained in spite of a reduction in the 
hours of labour, the less efiective will that reduction be as a 
remedy for scarcity of employment. 

§ ^ 

Machinery and Wages 

There are many, too, who regard the destruction of all 
machinery as one of the means by which work could be 
provided for the unemployed. The machine owned by the 
employer, which we are expected to distinguish carefully from 
the tool owned by the workman, is regarded as the great com- 
petitor of the latter. It renders him superfluous ; the more 
work it does, the less need is there for hand labour. If all 
machinery were to be dispensed with, wages would be much 
higher. 

There is nothing easier than to show that there is a flaw 
somewhere in this argument, for we know from experience 
that the conclusion to which it leads is false. Machinery, as 
every one will admit, helps largely towards increasing pro- 
duction, and a nation’s income is made up of products. In 
an age like this, where machinery is being largely and in- 
creasingly applied, that income must have grown very con- 
siderably. Who has benefited by this ? Not the workman, 
we are told. Can it have gone to swell the profits of 
entre'pT&MUTS ? If so, how can we account for the fact that 
the rate of interest offered for the use of capital is declining 
more and more, although entrepreneurs' profits are only to be 
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tT iavmg the aee of capital! Oi does it go to increase 
L incomes of landowners ! HnnnY 6 W a ™ter wh^ 
works on economic questions are among 
read of their kind, maintained some years ago that— 

“ Irresneotive of the increase of population, the efiect of im- 

“SiorThTSlcS 4 desire will arise to prod.ce mme. 
Wnw for the production of wealth, two things are requued- 
Now, Therefore the elect of labour-saving improve- 

T^^be teS r; aland for and whenever the 

St of the quahty of land in use is reached, 

tion lands of less natural productiveness. And thus, wnue tne 

Ss’is to ilease rent without increasing wages or interest. 

Henry George considers it important that this should be 
clearly imderstood, seeing that it is supposed to 
explanation of the “fact” that the introduction of labom- 
salg machinery has “ never brought any advantage to 
workL.” ^ At the time when Henry George s books^were 
published, a useful purpose was still to --ed \mfutog 
Is demonstration,® as rents had not yet begun to fall. But 
they have since fallen considerably, although machmery has 
gone on improving and its use has kept on extendmg. ow, 
at any rate, there can no longer be any question as to what 
has become of the additional income resulting from increased 
production. Money wages have not fallen— m fact, they have 
risen • but many of the necessaries of life have become cheaper, 
so that the condition of the workpeople has improved. Nor 
are they the only people whose condition has improved. A 
whose incomes, expressed in mone y, have remained the same, 

1 Progress and Poverty (London, 1881), pp. 220 and 227. 

2 Thid D 220. a. Social Problems, p, 1ST et seq, , r. a 

3 Antx^Uent refutation is that of J. A. Walkeb, Land and Us 

18831 PP 141-182 An attempt to refute it was also made m the first edition of 

the present work, pp. 261-283 of the Dutch eation. 
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or have not diminished in the same proportion in which many 
prices have fallen, have benefited by the fall in prices. But 
since it is more especially in respect to articles of first 
necessity that this fall has taken place, it must be the work- 
people who have benefited in the greatest degree. 

Henry George’s proposition was untenable even at the 
time when he enunciated it. He speaks of the fact ” that the 
introduction of labour-saving machinery has never brought 
any advantage to the workers.” The following illustration 
may serve to show whether this is so or not : — 

The price of a pound of cotton yarn, No. 40, in England 
was-— 


in the year 1779 





165. Qd. 

j, j, ,, 1784 





105. IM. 

„ „ „ 1799 





75. Qd. 

„ ,, 1812 





2s. 6d. 

„ „ „ 1830 





U 2M. 

jj 1882 





Os. lOid. 


It is easy to show that the reduction in prices is primarily 
due to improvements in the method of production. Eighteen 
ounces of cotton are required for the spinning of a pound of 
yarn No. 40 ; and 18 ounces of cotton cost, in 1779, 25. ; in 
1812, Is. 6d. ; in 1882, 7|d. ; so that the price of the raw 
material only fell in the proportion of 100 to 30, while that 
of the yarn fell in the proportion of 100 to 5*4. There is 
another thing to be noted here. In 1779 there remained, on 
every pound of yarn, on an average, 145, for the remuneration 
of capital and labour; in 1882 the amount remaining for 
that purpose was SfcZ. ; ^ yet wages have risen, and the 
number of operatives employed in cotton-spinning mills in 
England has increased from 111,000 in the years 1819-21 to 
240,000 in the years 1880-82, the proportion of adults being 
greater in the latter than in the former figure. But owing 
to improved machinery, the average annual production of yarn 
per operative for the years 1880-82 was 5,620 pounds, as 
compared with 968 pounds for the years 1819-21.^ Here 
we have the explanation of what appears strange at first sight, 

^ Hobsoh, The Evolution of Modern Capitalism, p* 76. 

^ SchulzE'Gaveehitz, Der Orossbetrieb : Bin mrthsrdmftliclier und socialer 
Borischriit (Leipsic, 1892), p. 132. 
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namely, that the united earnmgs of capital and labour per 
pound of yarn have become much smaller, and that wages have 
risen notwithstanding. Here also we have the explanation of 
the many similar phenomena in the domain of present-day 
industry, all of which bear witness against Henry George’s 
contention. 

The argument which leads to an unfavourable conclusion 
concerning the effects of machinery upon wages must, there- 
fore, be false. But where is the flaw ? Surely it cannot 
be disputed that when manufacturers increase their fixed 
capital, the quantity of circulating capital is reduced, and we 
frequently observe that workmen are dismissed because a 
machine has been found that will take their place. When 
discussing the connection between interest and wages, we 
alluded to the inducement which exists for entrepreneurs to 
substitute machinery for workmen, when wages are high in 
proportion to interest, and it is a matter of common know- 
ledge that manufacturers have been especially successful in 
this respect in the United States.^ Is the workman unreason- 
able then in regarding the machine, not as his best ally, but 
as his most dangerous competitor ? 

The solution of the problem, though really quite simple, 
as will presently appear, is more interesting, and affords more 
food for thought, than we are usually given to understand. 
We are quite right in contending that, in. the long-run, 
the workpeople benefit by the introduction and improvement 
of machinery ; but it is quite wrong to contend that this 
benefit accrues to them automatically, in virtue of some 
economic law. It is only subject to the fulfilment of a 
specific condition, that the introduction and improvement of 
machinery can be beneficial to the great majority of the popu- 
lation. This condition has, so far as we can see, been always 

^ “ TKe pressure of high, wages,” says Hobson [Evolution of Modern Capi- 
talism, p. 81), “ is an economic force more powerfully operative than any other 
in stimulating the adoption of elaborate machinery,” And Schoenhobf [The 
Economy of High Wages (New York, 1893), p. 33] says : “ The law of gravitation 
is not more absolute than this, that where, as in America, the rate of wages per 
diem is a high one, the first object of the employer is to economise its employ- 
ment. The result is, that in no country is the organisation of labour in mills 
and factories so complete as in the United States. In no country is the 
application of machinery carried to the extent to which it is carried in the 
United States.” On page 84 he says : “ We are inventors by compulsion.” 
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fulfilled; but we cannot be sure, upon economic grounds, 
thougb upon otter grounds it may be regarded as probable, 
that it will always be fulfilled. This statement is at variance 
with a theory which many exponents of our science regard 
as irrefutable.^ Nevertheless, we believe it to be both neces- 
sary and right to dissent from that theory. 

Let us take an hypothesis, which, fortunately, is never 
realised. Suppose that, in a country where all capital seeking 
investment has been invested, new machinery is applied on 
an extensive scale, and that it enables a great saving of labour 
to be effected ; that, as a result, manufacturers are making 
large profits ; finally — and this is the main point — that 
the whole of those profits are spent at once by the manu- 
facturers. This last supposition, as to the immediate spending 
of the profits, is almost inconceivable ; for it is practically 
certain that several weeks, not to say months, must elapse 
between the time when the profits are made and the^ time 
when the things that have been bought are paid for, and during 
I those weeks or months the profits wiU have had the effect 

I of eliciting an increased supply of capital for investment. 

I* Still, for the sake of the argument, we will suppose what is 

I almost inconceivable. Not absolutely inconceivable, however; 

I since the manufacturers may have ordered the things which 

rt they buy for their enjoyment or use in advance of the date 

! on which they are in a position to spend their profits, and 

then not even a temporary increase of capital will take place. 

Now, where, we ask, is an increase of wages to come 
1 from under circumstances such as these ? We find here only 

a reason for wages decreasing in favour of entrepremurs^ 

: profits, and thus indirectly in favour of interest on capital. 

I Competition will, it is true, become keener in certain branches 

I of industry, those, namely, in which large earnings are to be 

f had ; but this must cause capital to be withdrawn from other 

f branches of industry, whereby wages will not readjust them- 

i selves, but the reverse. Tor in the industries in which it 

will have become profitable to engage, more machinery will be 
used and less labour employed in proportion, so that the change 
will be an unfavourable one for the latter. And although the 
demand for labour will be stimulated to some extent by the 
1 But not J. Stuart Mill. Of. (People’s edition), p. 59. 

I 


310 


ECONOMICS 


PART I 


increase in the rate of interest and the fall in wages, it is 
clear that these causes will not be able to restore wages to 
their former level. 

We expect of course to be met by the objection, that an 
increase of wages must follow from the very cause referred to, 
that is to say, from the increased expenditure of the manu- 
facturers. But this is precisely what we wished to show : 
those who believe in the beneficial effects of the introduction 
and improvement of machinery per se, have to invoke the 
expenditure theory in support of their belief. And this 
theory serves them to no better purpose here than it does 
elsewhere. The profits cannot, so we are told, be spent 
without creating an increased demand for labour. There 
will be, in fact, an increased demand for certain classes of 
goods, and it is only by employing capital that this demand 
can be met. But by hypothesis, all capital is already invested, 
so this is another reason why capital will be withdrawn from 
other industries. And it is easy to see what those other in- 
dustries will be; they will be those which supply the wants 
of the workpeople who are now either tmemployed or in 
receipt of lower wages. The entrepreneurs who supply the 
new wants of the manufacturers will manage to secure such 
prices as will enable them to ofier capitalists a rate of interest 
which others deem exorbitant. Thus there will be a partial 
displacement of capital and labour, and this is about all that 
may be expected to result from the expenditure. 

But a more valid objection might be raised. It is this. 
The national wealth of a rich and prosperous people usually 
consists, for a part, in stocks and shares saleable abroad. The 
rise in the rate of interest will be an inducement for disposing 
of a large quantity of such stock, and the capital received in 
exchange from abroad will be invested in industrial enterprise. 
It is true that this will take place; but the objection brings 
us to a point at which we wished to arrive. So long as no 
new capital is employed in industry— it matters not whether 
it be the fruits of our own or others' savings, whether it be 
created at home or obtained from abroad by the sale of stocks 
— the event assumed in our hypothesis will be a source of 
unmitigated evil for the workpeople. Will products have 
become any cheaper, on the whole ? There is not the slightest 
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reason for supposing tliat they necessarily will, since tlie 
substitution of machinery for labour does not necessarily 
imply any increase of products. There will certainly be an 
increased production of those articles which are being turned 
out at a smaller cost, since capital previously employed in the 
production of other goods will migrate towards the branch 
of industry in which, by hypothesis, large earnings are now 
to be obtained. But then the other articles will become 
more scarce through capital and labour being required for 
the manufacture of machinery. 

The argument usually adduced in proof of the beneficent 
results of the introduction and improvement of machinery, 
takes for granted the very thing which gives rise to those 
beneficent results : takes it for granted, but makes no mention 
of it, to say nothing of laying stress upon it. We are 
reminded that the large profits which result from the lessen- 
ing of the eSort of production in a particular industry attract 
capital towards that industry. Yes, towards that industry, 
unquestionably. But part of the capital attracted thither 
is destined to be converted into machinery intended to 
displace labour. The conclusion generally arrived at is as 
follows: the demand for labour, after growing slack at first, 
will presently become strong, while the prices of the goods 
manufactured by machinery will be brought down by com- 
petition among the manufacturers. A link is missing here, 
since, from what has been occurring, nothing is to be looked 
for but a fall in wages, accompanied, it is true, by a fall in the 
prices of certain classes of goods, but also by a decrease in the 
production, and consequently by a rise in the prices of other 
kinds of goods. The missing link is this, that new capital 
must be introduced, and this new capital must originate in 
savings, otherwise its introduction will cause poverty in other 
directions. A portion of the profits made by the manufac- 
turers must be left unspent ; that is the only remedy. 

Experience teaches us that this requirement has always 
been fulfilled. People who earn much, generally save some- 
thing ; and the more sudden and unexpected the advent of the 
large profits, the less the danger of the whole or even the 
bulk of them being spent. People do not change their mode 
of life in a day ; and even if they wished to do so, it does not 
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always follow that they could. There are plenty of circumspect 
people who, before increasing their expenditure, would want to 
feel sure that the large profits were likely to continue. Many, 
too, feel impelled to adopt such a course as will ensure their 
having something to draw upon in bad times, or to bequeath 
to their families. Besides, it is just the successful manu- 
facturer who has learnt the advantage of having plenty of 
capital; he has reason for believing that by acquiring more 
machinery and extending his business generally, he will 
increase his profits, even his rate of profits. The man whose 
whole being is bound up in his business, and who devotes his 
whole life to it, feels strongly interested in its success, quite 
independently of the material advantage which he derives 
from such success. Pride has something to do with this, but 
it is not the only, or indeed the chief, influence at work. 
One of man’s best qualities is the love which he feels for 
his work. In the manufacturer, this love manifests itself 
in the desire to see his business constantly expanding and 
improving. 

Will these causes of the creation of capital become less 
potent ? In one respect it cannot be said that the fear is 
altogether groundless. Within the latter half of the nineteenth 
century, the joint-stock company has developed to a remarkable 
extent, and such a company — a “ person ” by legal fiction 
only — does not save its profits, but distributes them. The 
strength of the joint-stock company is, that it binds per- 
manently to the business whatever capital has been invested 
in it ; the weakness of the joint-stock company is, that it does 
not itself create the capital needed for the extension of its 
business. A wise directorate makes some provision for this 
by writing off largely for depreciation and by forming reserve 
funds ; but these are mere palliatives. Here, unquestionably, 
is a danger which we must not magnify, but which we should 
do well not to ignore. It is only in the minds of certain 
optimists that an economic law exists, in virtue of which 
advantage accrues — of course after a ‘‘ period of transition ” — 
to the working classes, from the substitution of machinery for 
hand labour. If we must speak of a law,” the most that we 
can concede is, that there is an empirical law. The advantage 
that has resulted from the improvement or increased applica- 
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tion of machinery is certainly not imaginary, it is very great ; 
so great, indeed, that if the wishes of those who long for a 
wholesale destruction of machinery were realised, the result of 
such a wholesale destruction of capital would be, not the raising 
of wages, but the death from starvation of millions and millions 
of workpeople. But why has there been a very real advan- 
tage ? For no other reason than this, that circumstances, 
together with man’s wisdom, added to the other factors 
mentioned above, have prevented the putting into practice 
of the expenditure theory ; a theory which more than any 
other popular error teaches what is absolutely false, and in 
this particular case prescribes what is directly opposed to 
the interests of mankind. 

We have now supplied the missing link, and in doing 
so, if we mistake not, have reconciled many things which 
; would otherwise be in mutual conflict. The machine does 

I undoubtedly compete with the workman ; but if the profits 

I made by the use of it are saved, it creates powerful allies for 

I the workman. Then the machines compete with each other ; 

I circulating capital, at first very scarce, becomes much more 

I plentiful ; the profits of entrepreneurs drop to their former 

I . level, if not below it, and the rate of interest likewise. Thus 
I the result of the whole movement is a general spread of 

I welfare ; unless the workpeople, by increasing too rapidly, 

I have neutralised much of what has been happening in their 

f favour. How far this has actually been the case since the 

introduction of steam is a matter of common knowledge. 

But it is easier now to realise that untold misery must 
ensue whenever a great and sudden increase takes place in 
the use of machinery in a country not possessed of a large 
amount of stocks and shares saleable abroad. This was the case 
j with England at the close of the eighteenth and the beginning 

of the nineteenth century; and the situation was greatly 
I: aggravated by the long war with France, which destroyed 

capital and paralysed trade. Nowadays, when the possibility 
arises of effecting a great saving of labour in a particular 
branch of industry, so that large profits are to be made in that 
branch, the capital which it attracts need not come out of 
other branches of industry in the same country ; it may be 
I obtained by the sale of stocks and shares. In this way 
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the amount of capital employed elsewhere is diminished, it 
is true ; hut the harm is spread over so wide an area that it is 
nowhere felt with any degree of severity. Another factor for 
good in the situation is the close connection existing between 
the various money markets,’’ as they are called. Not only is 
there such a thing as a “ reserve of labour,” ^ there is also a 
reserve of capital, which finds its way to the money market,” 
where it seeks investment at a low rate of interest for short 
periods. In the event of there being a fresh need for capital, 
some of this reserve is withdrawn from its temporary use ; and 
if this should cause a local deficiency, the deficiency can be 
readily supplied from abroad. The rates of interest for dis- 
counts and loans then go up in such a locality, thus making a 
reason for the withdrawal of capital from the money markets 
of other localities. Owing to all this, the introduction — even 
suddenly — of machinery in a particular branch of industry has 
lost much of its harmful character, and its beneficial effects are 
speedily felt. But things were different a century or so ago. 
Labour was rendered redundant ; all the more so because of 
the absence of strict legislation regarding the employment of 
children. Ultimately the evil disappeared, owing to the con- 
version of the manufacturers’ profits into new factories. But 
it took some years to accomplish this. 

The pains occasioned by the birth of modern industry are 
now a matter of history, and we are reaping the advantages 
of which they were the price. It was necessary that abnormal 
profits should disappear — ^they have disappeared ; that new 
capital should be created — ^it has been created ; that the 
use of machinery should extend until every machine had a 
large number of others to compete with — ^it has so extended. 
Nobody really dreams of a wholesale destruction of machinery, 
though occasionally regret is evinced at some new instance of 
hand labour being replaced by machinery. This regret is 
misplaced so long as there is reason to expect that a large part 
of the profits which accrue to entrepreneurs from the change 
will, as in the past, be converted into capital. 


^ See p. 293. 
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§ 7 : , 

Work and Wages 

There are two propositions wMch are frequently regarded 
as axioms : one is, that labour-saving appliances cause wages 
to rise automatically after a period of transition; the other 
attributes the same eSect to increased zeal and eiSiciency in 
the workman. Knowing, as we now do, that the first of these 
propositions only embodies an empirical truth, we are more 
cautious in approaching the second. The question arises in 
our minds whether increased efficiency in the workman should 
not be classed among the causes which affect wages favour- 
ably only in the event of a certain condition being fulfilled; 
and if so, what that condition is. Or may we take it that 
the effect of increased efficiency on wages is always and uncon- 
: ditionally favourable ? 

It will help us to elucidate the question if we again have 

{ recourse to an hypothesis. Suppose that a new discovery has I 

been made and applied, and that it does not substitute machinery ^ 

k for human labour, as in the former case, but simply increases 

I the amount of the product. We mean a discovery by which it 

becomes possible, without incurring greater cost, to work the j 

raw material to greater advantage, or to get more work out of | 

the instruments of production. Obviously, the effect of such ; 

a discovery on wages can never be less favourable than that 
of increased zeal and efficiency in the workmen, but neither 
can it be more favourable ; it will be the same in both cases. 

Existing entrepreneurs will probably make use of the 
r discovery in order to produce more. They are not absolutely 

j certain to make use of it, but we will assume for the present that : 

they do. The fact that they do will not cause wages to fall, 
but it will cause the article produced to become cheaper, and 
it will then depend upon the class of goods to which the article 
belongs whether the workpeople gain or not. If the article is i 

one of a class of goods regularly consumed by the workpeople, j 

they will gain most decidedly. If it does not belong to such a ? 

class, they will neither gain nor lose by the discovery, and the ; 

■ reason will be, that the increase in the returns of production 

^ has been restricted to particular commodities. 
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Now let us assume that the existing entfepreneurs do not 
increase their production. The assumption is quite reasonable, 
for the fall in prices, which their increased supply would bring 
about, may be so great that they will judge it necessary to 
limit the supply, and they may be sufficiently well organised 
to succeed in this (c.^., in a country where high protective 
duties are levied, so that foreign imports have not to be 
reckoned with). Will there not now result a condition of 
things analogous to that which we described when discussing 
the introduction of machinery 1 And may not the conclusion 
be generalised as follows : Whenever an increase takes place in 
the productive power of labour, no matter through what cause, 
and when that increase is not followed by a proportionate 
extension of production, owing to the fact that entrepreneurs 
are afraid of a fall in prices, workpeople must be discharged 
and wages must fall ? 

When we carefully compare the two cases, however, we 
find that they differ in one very important point. In the 
case of the machinery no glut of capital is caused by the 
discharge of the workpeople, since fixed capital is substituted 
for circulating capital. In the other case such a glut is 
inevitable. Let the number of workpeople be represented by 
100,000 and the product by 10,000. With the help of the 
improved appliances the 100,000 workpeople could now, if 
necessary, turn out a product of 20,000 ; but the entrepreneurs 
are anxious to avoid this, they want the output to remain 
what it has been hitherto. One result of this will certainly 
be the discharge of 60,000 workpeople, but a further result 
will be that a certain amount of capital previously required 
for the payment of wages will become redundant. And even 
if the entrepreneurs spend the whole of their new 

profits, and there should be no means of obtaining capital from 
abroad, the equilibrium between demand and supply of capital 
will be destroyed. Owing to the discharge of the workpeople, 
wages have fallen ; owing to the same cause rendering a 
certain amount of capital redundant, the rate of interest has 
come down. What a splendid opportunity for men of enter- 
prise ! Production, at first held in check by artificial 
methods, will increase until wages have risen to their former 
level. But then both labour and capital will benefit by the 
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fall in the price of the article, which had at first continued 
hio-h, and this is what will constitute their advantage. This 
a<&-antage increases with the number of branches of industry 
in which improved appliances are introduced, or in which— 
for it comes to the same thing— labour becomes capable of 
yielding larger results. 

As regards the immediate results, therefore, the increasing 
of the efiiciency of labour cannot be ranked in the same 
category with the saving of labour by means of machinery , 
the influence of the former is bound to be favourable even 
though the profits realised at the outset by entrefreneurs 
should not be saved, but spent. To save those profits would, 
of course, be more desirable in this case too, but failure to do 
so by no means destroys the beneficial effect which the 
increased efficiency of labour has upon real wages, that is 
to say, upon wages reckoned in goods. It must be admitted, 
however, that cases may occur where equilibrium is temporarily 
disturbed by the cause in question. 

For the prices of goods differ greatly in point of suscepti- 
bility to the influence of an increase in the supply. There is 
nothing to prevent our assuming that, in a given case, the 
doubling of the supply will cause the price to drop by more 
than one-half, or that an even smaller increase of the supply 
will have that effect. It follows that increase of production in 
a particular branch of industry may reach its limit within a 
comparatively short time. If, for example, the total wages 
were £50,000 and the net sum (everything deducted except 
wages) realised by the product were to be brought down to 
£50 000 by a fall in the price, no profit would remain for 
the’ entreprewurs. We should then have what is called 
** overproduction in that branch of industry. 

There are two ways in which a remedy for this condition 
of t.Tiings may come about. Money wages may fall, and should 
the condition which we have described apply to a very large 
number of articles, such a fall is as inevitable as it is harmless 
to the working man; for when such a general, or alinost 
general, fall occurs in prices, money wages may descend, _while 
real wages ascend. Still, where the condition described is not 
very general, where it is confined to a few branches of industry 
money wages will remain unchanged ; but less workmen will 
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be needed. That which, according to our hypothesis, was 
brought about by combination among entrepreneurs, namely, 
the discharge of workpeople, is here brought about by the 
usual operation of supply and demand. This is the disturb- 
ance of equilibrium which may arise. In such a case, owing 
to an increase in the efficiency of labour, the demand for labour 
will diminisli in certain directions. 

But in otlier directions tliat demand will become stronger. 
For here, again, the discharge of the workpeople will cause a 
state of things different from what it would have caused had 
it been due to the introduction of labour-saving machinery. 
No circulating capital has been converted into fixed capital, 
but a certain amoimt of circulating capital hitherto set 
apart for the payment of wages ceases to be required for. 
that purpose. As before, there is the guarantee that the 
cure is at hand, since we have no reason to suppose that the 
capital thus released will remain permanently withdrawn 
from industry. We can now picture to ourselves the course 
that things will take. The amount of available capital wffl 
be increased, and by exactly as much as will be required in 
order to provide employment for the workpeople who have 
been discharged. That the available capital and the avail- 
able labour will unite in some way for purposes of production, 
may be regarded as certain. 

One important observation, however, remains to be added. 
It is not certain that the very same people who were dis- 
charged will find re-employment ; for the old and infirm are not 
readily engaged. Better energies than theirs may be available 
in the “ reserve of labour to use Chaeles Booth’s expression 
once more, — and where that is the case, youth and vigour will 
obtain the preference. Disturbances such as we are now con- 
sidering, though very transient in their nature, always entail 
permanent hardship on certain individuals. There are two 
cases, therefore, in which increased efficiency of labour falls 
short' of being an unmixed blessing. One is when it fails to 
brmg about an immediate increase of production; the other 
is when it brings about such an increase, but does so in a 
way which leads to overproduction in particular branches of 
trade. Finally, if we bear in mind that the workman gains 
nothing by the fall in the price of the article which he pro- 
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duces, unless that article be one which he is in the habit of 
buying, we arrive at the conclusion that increased efficiency 
of labour, when confined to a few branches of industry, cannot 
be said to be unconditionally favourable to the wage-earners. 
Its results may be favourable, but are not necessarily so. 

We are led to a much more favourable conclusion con- 
cerning the effect of increased efficiency of labour, when we 
regard it as applying to a large number of trades instead of 
to a few trades only. We must bear in mind that the dis- 
turbances of equilibrium just spoken of were due to the small- 
ness of the economic area within which labour had acquired 
increased efficiency. The greater this area, the less the prob- 
ability of such temporary disturbances. Supply of goods is 
demand for goods ; fundamentally, all commerce is exchange. 
Money does not sever the connection between buying and 
selling ; it only obscures it. When the production of goods 
of every description increases, so also does the demand for those 
goods. The farmer will supply more corn, but then he will 
want to be better clothed and housed. The cabinetmaker will 
turn out more furniture, but he will want to be better fed. 
And although, where progress is general, the danger of dis- 
turbances of equilibrium is not altogether eliminated, — ^increase 
of wealth as a cause of increased demand for goods generally 
operates unequally upon different classes of goods ; indeed, the 
demand may practically cease to exist for goods of inferior 
quality, — ^it must, nevertheless, be recognised that an increase 
in the efficiency of labour, extending over a variety of industries, 
is a real blessing to the working man. 

This is a truth which does not obtain full credence in 
labour circles. Hence the deplorable practice known under 
the name of ‘‘ marking time.'’ Hence, too, the objection of 
English trade unions to piece-work ; ^ an objection based 

^ Whittaker, of the Amalgamated Society of Engineers, expressed himself 
before the Royal Commission on Labour on June 14, 1892, as follows : So far 
as our rules are concerned we do not recognise piece-work ; that is, we do not 
allow it being introduced. ... We allow our members to work it in shops 
where it does exist, however; we should not do it if we could help it, but we 
do not approve of it, because we find from practical experience that it reduces 
the wages. It has always a downward tendency, and I know of no instance in 
which employers have raised the piece prices. I might say that at one locomo- 
tive shop in Manchester, during these past 15 years, the piece prices have 
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on the fear that the employers, once they have ascertained by 
means of this system how much work a man is really capable 
of doing, will turn this knowledge to their own advantage, 
with the result that more work will be required for the 
same wage. Is there any real foundation for this? With 
sufficient competition among the e-nirefreneurs, it will be 
impossible for capital to appropriate the whole of the advan- 
tages arising from the increased efficiency of labour ; this 
would be possible only in the event of supply being a,rti- 
ficially restricted in the manner shown in our illustration, 
but also with the results there set forth. Appeal is frequently 
made to the fact that in certain trades piece rates remain 
unchanged for a long time, and are sometimes even reduced ; 
but what does this prove? Every advance in methods of 
production will lead to reduction of the wages for piece- 
work; it does not follow from this that the workpeople 
will earn less and less— in fact, their earnings may increase 
considerably, while piece rates fall. We have already seen 
that between 1819-21 and 1880-82 the average annual 
production of cotton yarn per operative in England rose from 
968 to 5,620 pounds. Suppose, now,— we do not know the 
exact figures,— that within that period piece rates had fallen 
in the proportion of 285 to 100: even then wages would 
have doubled, because the production per operative rose in 
the proportion of 100 to 570. 

Another mistake made by opponents of the piece wage 
system is, that they confine their attention too much to what 
takes place in their own immediate circle. If, for example, 
owing to the application of the piece wage system, locomotives 
were to become cheaper, such persons would say that they 
failed to see what benefit they derived from the fact, as they 
are not in the habit of buying locomotives. True: they are 
not in the habit of buying locomotives; but they are in 
the habit of buying other things which are produced under 
the piece wage system, and the working man certainly gains 
when such things become cheaper. He complains of having 
constantly to work harder ; but, if every one works harder, the 

been reduced 10 per cent, on three different occasions, so that in 15 years the 
piece-wages have been reduced 30 per cent, altogether.” (See Group A, 
Question 22,797.) See also the answer to the next question. 
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aggregate result of production increases, and an liour’s labour 
procures tbe workman more of the enjoyments of life than 
it did before. He complains that the employers appropriate 
the fruits of his increased exertion. Are we to take it, then, 
that there is no longer any competition among employers, or 
that it has become less keen ? 

In speaking thus we do not forget what has been demon- 
strated in the chapter dealing with interest, namely, that a 
general improvement in the results of production benefits the 
capitalist as well. In so far as the improvement results in 
the lowering of prices, it brings advantage to all whose money 
incomes have not decreased ; and so long as capital in the 
aggregate does not increase, the capitalist will be amongst 
these. In fact, he will gain independently of the fall in 
prices. The higher wages rise, the greater the amount of 
capital required for the payment of wages ; for, as we have 
repeatedly observed, the results of production always consist 
of future goods,"’ while wages consist of present goods ” ; 
when more of the latter are required, interest rises. Thus the 
capitalist shares in the advantages of the increased labour 
performed by the workman. But the workman also shares in 
the advantages resulting from improved methods of produc- 
tion ; and he benefits, too, when, owing to the zeal and 
commercial acumen of entrepreneurs, an increased sale is 
found for the product in distant countries, or when, through 
more timely attention being- given to changes in taste, the 
product is adapted to meet a wider range of wants. It is 
to the advantage of capital that much and good work should 
be performed, but it is to the advantage of labour— and not 
of labour alone — ^that capital should be used with discernment. 

If the views here set forth are correct, then we ought to 
find that wages are highest in those countries and districts 
where the workpeople perform the greatest quantity and the 
best quality of work. So far as can be ascertained, this is 
really the case. Many comparative inquiries have been made 
with reference to this point, and all of them have led to 
the conclusion that high wages do not mean dear labour, and 
that in many cases what is apparently the dearest is really 
the cheapest labour. Even in Abam Smith’s day this fact 
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was noticed, for that author remarks that where wages are 
liic^h “ we always find the workmen more active, diligent, 
and expeditious than where they are low.” ^ But it was 
Thomas Beassey more especially who brought this matter 
into clear relief in a book which appeared in 1872 entitled 
Worl and Wages Practically Illustrated. The author, son 
of one of the largest railway contractors of his day, sup- 
plies many details from the rich fund of experience gathered 
bv his father, men the Grand Trunk Railway was being 
constructed in Canada, English labourers had to be paid from 
5s. to 6s. per day, while local labour was to be had^ tor 
3s. Qd. ; and yet English labour was the cheaper. In British 
India the daily wage amounted to from 4|d. to M., but the 
cost of constructing a mile of railway was as great there as in 
Bn<Tland. Beassey mentions a work carried out in France, in 
which French, Irish, and English labourers were employed side 
by side at wages of 3, 4, and 6 francs per day respectively ; 
here^again the result proved that low wages may mean dear 
labour. ° Comparisons have also been made between wages paid 
in different parts of the same country. In En^Ush Land and 
English Landlords,^ Beodeick points to the great differences 
in the weekly wages of agricultural labourers in the south, 
north-east, and extreme north, the rates paid being IBs., 18s., 
and 21s. respectively. He assures us that these differences 
in the price of labour correspond nearly to differences in its 
efficiency. A large number of other facts of similar import 
are to be found in Schoenhoe’s Economy of High Wages, a 
work to which allusion has already been made, and which is 
based on extensive inquiries carried out both in the United 
States and elsewhere ; also in L. Beentano’s little work, Ud>er 
das YerhSltniss von Arieitslohn und Arbeitszeit zur Arleitsleis- 
tung, the second edition of which appeared in 1897. The 
matter no longer admits of doubt ; the teachings of theory 
as to the effect of the efficiency of labour upon the price 
of labour are being confirmed by experience all the world 
over. We cannot afford space for more than these few 
remarks concerning the inquiries which have yielded so 
important a result. 


1 Wealth of Nations , Book I. chap, viii, 
2 London, 1881, p. 229t 
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That result is important for a further reason, however; it 
suggests a question which claims our attention not only on 
theoretical, but also, and indeed more especially, on practical 
grounds. Wages are influenced by the efficiency of labour; 
but do not the wages themselves influence the efficiency of 
labour ? Workmen who get through a large amount of labour 
in a short space of time take plenty of good food ; experience 
shows this to be the case everywhere, nor can it be regarded 
as a mere coincidence, for good food renders great exertion 
possible. But good food presupposes high wages. If Brassey 
had paid his English labourers the three-franc rate with 
which the French labourers were content, the labour of the 
former would soon have been worth no more than three francs 
per day. It will be seen that we are here approaching a new 
aspect of the wage problem. Owing to the fact that a price 
is paid for labour, just as a price is paid for merchandise, 
labour is frequently ranked with merchandise. There, are 
cases where no harm results from this error, but this is not 
one of them. A horse loses none of his working powers 
by being hired for a low price, but when the wages of a strong 
and diligent workman are reduced to any great extent, his 
working powers become impaired after a while. By regarding 
labour as if it were a merchandise— and a lucid exposition of 
the wage theory is perfectly possible without doing so— we 
obscure our view of more than one of labour’s distinguishing 
features. Labour and merchandise have many points of re- 
semblance, but they have points of contrast as well,^ and one 
of these has just been indicated. 

But now, what theory can we propound? Some of the 
writers who have studied this subject have been hasty 
in their judgment, and the first to err in this respect was 
Adam Smith. Where wages are high, we always find 
the workmen more active, diligent, and expeditious than 
where they are low.” This he regards as proving, not 
that efficiency has a favourable efiect upon wages, but that 
high wages render labour more efficient. “A plentiful 
subsistence,” he says, “ increases the bodily strength of the 
labourer; and the comfortable hope of bettering his condition, 

^ Of. Dr. E. Fokker’s memorandum relative to the labour contract, in 
Bandelingm der Juruten-Yereemging 
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and of ending Ms days perhaps in ease and plenty, animates 
him to exert that strength to the utmost.” What authority 
had Adam Smith for tMs contention ; what evidence had he 
to support it? It may be true; but tMs does not 

follow from the facts observed. _ -j 4. 

Neither does it follow from what has ]ust been said as to 
the necessity for maintaining the Mgh wages m order that the 
state of Mgh efficiency may be maintained. It is one thing 
to maintain; another to create. The working classes of a 
country have gradually reached a high standard of living , 
their working power has risen with their wages. It is clear 
that this increased working power cannot be mamtamed if 
wages fall; but it does not follow from this that the raising 
of wages wiU always and under all circumstances cause in- 
creased working power to be developed. If we say that it 
“follow, we assume that higher wages wiU under all 
circumstances be spent in such a manner as will conduce to 
the development of greater working power. A high wage 
is certainly a requisite for efficient labour, but without 
proof we cannot concede that it is the sole requisite. In 
fact, there are good grounds for doubting that' it is the sole 

r luisite. 3 ^ • 

It has been contended that when labourers of deficient 

working power settle among a very industrious and MgMy 
paid population, they soon become capable of earning as high 
a wage as their new fellow - workers.^ Even assuming— as 
we do for the moment— that tMs rule has neither many nor 
important exceptions, it lends no strong support to the theory 
wMch regards the Mgh wages as the cause of the great work- 
ing power. Getting through a large amount of work in a 
short space of time is partly a matter of custom, and labourers 

1 “In England I frequently heard it said that labourers brought from 
Ireland usually break down after the first week’s trial ; had then, living with 
friends, to first get used to the English standard of life, and feed up in order 
to be able to do work at the English rate. Gradually, in keeping with thoir 
better feeding and living, they become good and as strong workmen as the 
English. Now, in American mills the very same holds good ” (J. Schoei^hof, 
op. cit p. 30). 

On the other hand, Brodbick {Eiiglish Land and English Landlords, p. 
229) says that “ labourers assisted to emigrate northwards in quest of higher 
wages have frequently been compelled to return from inability to give the 
day’s work required to earn those wages.” 
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who have lately immigrated are apt to conform very quickly to 
the customs of their new environment. But if great hodily 
strength be necessary to enable them to do this, then those only 
will earn the high wages who already possess such strength, 
or succeed in acquiring it by dint of good feeding. This is 
necessarily so where wages are reckoned according to the 
amount of labour performed ; where they are reckoned accord- 
ing to the duration of the labour, it is not to be expected 
that the physically weak will be able to earn as much as 
the physically strong. The reports dealing with this subject, 
if read with intelligence, will be found to contain material 
for proving that efficiency influences the price of labour, but 
not that the efficiency of labour is influenced by the price. 

Let us frankly admit that we have here approached one 
of the most interesting aspects of the wage problem, but, at the 
same time, one upon which little light has, as yet, been thrown. 
If it were an established fact that the raising of wages* was 
always and unconditionally a means of proportionately raising 
the quantity and quality of the labour performed, then the 
social problem would, to a great extent, be solved. But 
this is far from being the case. There is no lack of data 
for proving that the efficiency of labour determines its p&e, 
but there certainly is a lack of data from which it would 
be possible to conclude with certainty that the efficiency of 
labour is afiected by the price. Bbassey found the Canadian 
labourers dear at 35 . M. per day ; he preferred English labourers, 
although they cost him from 55 . to 65. per day. He was 
able to get British-Indian labourers for 4 |cZ. to per day, 
but he found that he was not getting his labour cheap at 
that rate. Had he been desirous of throwing light on 
the subject which we are now considering, he would have 
tried the efiect of paying the highest rates to all those 
underpaid labourers, but of course he saw no reason for 
making such an experiment.^ Nor do the data furnished by 

^ It is true that at page 67 of his hook, Bsassey says as follows ; At the 
commencement of the construction of the North Devon Railway, the wages of 
the labourers were 2s. a day. During the progress of the work their wages 
were raised to 2s. Qd. and Ss. a day. Nevertheless it was found that the 
work was executed more cheaply when the men were earning the higher rate 
of wages than when they were paid at the lower rate. Again, in London, in 
carrying out a part of the Metropolitan Drainage Works in Oxford Street, 
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ScHOENHOP or Bbentano take us any furtKer. Nowhere 
in their writings do we find anything more than suffices to 
prove that where labour is efficient, wages are high ; but as 
to which is cause and which effect, we find nothing to guide 
us. What we should hke would be, to know of a large 
number of examples of wages having been increased whether 
by way of experiment as a means of solving our problem, or 
by the feee play of supply and demand — and having had the 
effect of rendering the labour for which they were paid more 
efficient. In order to preclude all error, the examples 
would have to be such as to leave no doubt that the increased 
efficiency had been caused by the increase in wages and by 
that alone. If at the same time new machinery had been 
introduced, or a new wage system adopted, there would be no 
certainty that the desired result had been brought about 
solely by the increase of wages. Examples of this kind are 
lacking, however, and it is to be feared that they will always 
be so. Various entrepreneurs have shown their willingness to 
make experiments with regard to the hours of labour ; we can 
hardly expect to find them equally ready to make experiments 
with regard to wages. An entrepreneur who is prepared to 
devote a larger sum to the payment of wages, in order that he 
may get more efficient labour, will do so in such a way as to 
attract the best workmen and bind them to his enterprise. 
His object in venturing upon the experiment will be, not to 

the wages of the bricklayers were gradually raised from 6s. to 10s. a day ; yet 
it was found that the brickwork was constructed at a cheaper rate per cubic 
yard, after the wages of the workmen had been raised to 10s., than when they 
were paid at the rate of 6s. a day.” 

If we are to understand by this that the higher wage was paid to 
the same people, and that their increase in earnings was not the result of 
the introduction of piece-work or of some other improvement in the wage 
system, then the statement does indeed embody the results of a remarkable 
experiment. But is it certain that either of these things was meant ? All the 
succeeding passages have reference to labourers of different nationality, Kussians 
are compared with Englishmen, Englishmen with Irishmen, and on page 74 the 
author says : “ This I say, that the result of all experience shows that, with 
proper supervision, and with an equitable scheme of prices for piece-work^ the 
best-paid workman does more work for a given sum of money than the under- 
paid and therefore underfed labourer can by possibility accomplish,” There 
can be no doubt as to the favourable effect which piece-work has upon the 
efficiency of labour : but this is not the obscure point that wants clearing 
up here. 
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illustrate some scientific truth, but to discover whether the 
scale of wages which he has hitherto been appl5dng is a proper 
one. And we have to remember another thing. Good results 
may follow at once from the shortening of the working day ; 
as, for instance, in a case where little work was being done in 
the last hours of a very long working day, or in the first 
hours of a day which began early. There may be many 
entrepreneurs who have faith in the tenet that low wages are 
as unfavourable in their operation as excessively long hours ; 
not many, however, will be ready to believe that an increase 
of wages will at once exercise a favourable influence upon 
the quantity and quality of labour. Most of them will 
certainly go no further than Professor Marshall, who says 
that “ an increase of wages, unless earned under unwholesome 
conditions, almost always increases the strength, physical and 
mental, and even moral, of the coming generation.” 

Are we then quite in the dark with respect ta this 
question ? Will neither experience nor reflection enable us to 
say anything as to the influence of wages upon efiiciency ? 
Practically all that can be said has, we think, been said by 
Professor Marshall in the words just quoted. We regard this 
truth as one of very great importance. In the life of every 
nation there occur periods in which wages rise, and in such 
times people ask themselves whether the improved wages will 
be maintained. The circumstances may change ; the birth-rate 
may increase owing to early marriages ; the death-rate, more 
especially among children, will certainly be reduced in con- 
sequence of the increased welfare. It is in some measure 
reassuring to be permitted to suppose that, besides the actual 
or possible causes which tend to reduce wages to their former 
level, another cause is operating, slowly but persistently, in a 
better direction. The standard of living is being raised. The 
population is growing stronger in every respect. As far as 
determined by quality and quantity, its labour is acquiring 
higher value. 

Professor Marshall’s statement is not too strong. An 
increase of wages may take one of three forms. The money 
wage may rise while the prices of necessaries remain the same, 
or it may remain the same while those prices fall, or — best 
of all — it may rise while most things become cheaper. In 
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Holland, during the latter half of the nineteenth^ century, the 
increase in wages has taken difierent forms in different parts 
of the country. Money wages have not risen steadily in all 
parts of the kingdom, but the prices of necessaries have 
certainly fallen everywhere. House rents have gone up in 
the larger towns, it is true ; but, as a set-off, money wages 
have at the same time risen remarkably in those towns, so 
that they also have experienced the benefits of the improve- 
ment. We may therefore conclude that real wages have 
increased in Holland. What use has the working population 
made of the increase ? It is a very common thing^ to hear 
people say that an increase of wages only leads to increased 
drunkenness j is this assertion borne out by statistics ? The 
annual consumption of spirits (60 per cent, alcohol) per head 
of the population in Holland in 1870 was 1*64 gallon ; as a 
direct result of the increase of wages which, a little later, became 
very /considerable, the consumption of spirits rose to 2*18 
gallons in 1876. Since then, however, there has, on the whole, 
been no further increase in the consumption of spirits ; for the 
period 1877-91 the average yearly consumption was practically 
the same as in 1876 ; for the period 1882-86 it was 2*04 
gallons ; and for the period 1887-91, 1*96 gallons. Compare 
with this certain figures obtained in the course of an inquiry 
carried out in 1895 by the Dutch Central Statistical Commis- 
sion^ as to the yearly consumption of food-stuffs in Holland. 
After deducting the quantities used for distilling and brewing 
purposes and for the feeding of cattle, the annual consumption 
of different kinds of cereals per head of the population was 
found to have been as follows : — 

Consumption op Cereals per Head op Population. 
Period. Wheat. Rye. Barley. 

1852-56 . 1*18 hishels 2*97 husliels 33*51 lbs, 37*84 lbs, 14*63 lbs, 

1867-71 . 2*12 „ — 38*92 „ 36*08 „ 13*77 „ 

1887-91 . 3*55 „ 3*16 „ 35*66 „ 22*00 „ 26*60 „ 

The consumption of buckwheat flour has decreased, as we see, 
its place being taken chiefly by rice. But note the increase 


^ Cf. the Bijdragen of that Commission, Part II. The Hague, 1895. 
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in the consumption of wheat ! Taking wheat and rye together, 
we find an annual consumption per head 

of 4- 16 bushels in the period 1852-56, and 

„ 6-71 1887-91, 

tliat is to say, an increase of 60 per cent., while the con- 
sumption of spirits only increased by 19 per cent, between 
1870 and the period 1887-91.^ 

The record of what our experience has been in Holland— 
and we might add to it that of other countries — bears out 
Professor Maeshall’s proposition, to which we should no 
more venture to ascribe anything of the character of law than 
does that author himself. Professor Marshall expresses 
himself very cautiously, and he has good reason for doing 
so. Among a people in a backward state of development, an 
increase in the daily wage might have no other result than 
that of increasing extravagance, and it is quite possible that it 
would not even result in any increase in the incomes ot the 
labourers, who, after earning good wages during a portion of 
the week, might choose to spend the rest of the week in idle- 
ness. And who will venture to assert that neither of these 
things is possible in the case of a European population ? If 
the increase of wages is to lead to increased efficiency, it must 
go hand in hand with a raising of the standard of living, and 
this, as we know, is very closely related to the moral condition 
and the stage of civilisation which a people has reached. 
Increase of wages, unaccompanied by a raising of the standard 
of living, is neither in an economic nor in any other sense 
useful, and leads to degeneration and demoralisation. An 

increase of wages does not operate beneficially of itself. We 

can convince ourselves of this any day. There are many 
individual cases where an increase of wages is productive of 

^ One cannot help establishing a connection between the improvement 
which has taken x^lace in the condition of the Dutch population in the matter 
of feeding and the steady improvement shown by the annual returns of the 
measurements of recruits. The percentage proportion of recruits of different 
ranges of height were as follows in each of the years 1870 and 1894 : — 

Under 5 ft. linen. ® 5 ft. bift under 5 ft, 7 over. 

1870 . 9-32 per cent. 13*91 per cent. ■ 51*78 per cent. 24*99 x‘)ei* cent. 

1894 . 3*92 „ 9*16 „ 51*84 „ 35*08 

But no doubt other causes too have contributed towards this improvement. 
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notMng but barm, where, instead of raising, it actually lowers 
the standard of morals and civilisation. Why is it that it 
has not done so to any great extent in our own time and 
amidst our own surroundings? Why is it that, in Holland, 
we have found the working classes showing more and more 
concern about the manner in which they are housed and 
clothed, and about making provision for their own future 
and that of their families ? How is it that we have found 
them showing more and more interest in matters affecting 
the public weal? A numerous aristocracy, as it were, of 
labour has been formed, the members of which, both men and 
women, are clearly distinguishable, though not separated by 
any wide guM, from the general mass of workpeople. How 
did this aristocracy originate, and why are its ranks being 
constantly recruited, as they evidently are? Here we must 
not overlook the moral forces operating for the general good 
in ouf midst — forces which, notwithstanding great diversity in 
the motives as well as in the means applied by those through 
whom they find expression, do, nevertheless, all help to combine 
something higher with the economic progress which is being 
achieved. This higher something is precisely what is indispens- 
able for the maintenance of the economic progress itself. 

The wages question has different sides. At times it presents 
itself as a mathematical question, and such it really is ; it 
contains factors the significance of which can only be ascer- 
tained by measuring and calculating. But mere measuring 
and calculating do not suffice to solve it ; the wages question 
has another side — a side which eludes the mathematician, and 
causes the economist, qud economist, infinite perplexity — to 
which, however, he must give full attention if he would avoid 
a very serious error in the results of his investigation. Labour 
has much in common with merchandise ; w’e must repeat this 
for the benefit of those who like to import all kinds of misty, 
we had almost said semi-mystical, elements into the strictly 
economic part of the wages question, and who, under the 
pretext of infusing new life into science, present us with old 
errors in a new gmse. But there is a point at w'hich the 
maintenance of the comparison between labour and merchan- 
dise becomes an impediment to the proper understanding of the 
causes which regulate wages. That point we have endeavoured 
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to indicate. It is where material welfare becomes dependeiit 
upon welfare in the higher sense. 

Among those who, from the nature of their calling, 
exercise a great influence upon the material and moral welfare 
of the -working classes, there are many who are fully alive to 
the close connection that exists between the two. The number 
of manufacturers who have made it their fixed purpose to 
increase wages by degrees, and who endeavour to achieve that 
purpose by right means, is no longer small. Knowing that 
efficiency determines wages, they apply a piece and day wage 
scheme, which shall prove a constant incentive to work. 
They endeavour, at the same time, by providing schools and 
good dwellings, and by various other means, to increase the 
knowledge, foster the development, and raise the standard of 
living of the workpeople. Thus they take precautions against 
the increased incomes being spent in harmful 'ways. Those 
incomes then become transformed in part into new" working 
power, and new recruits are added to that aristocracy of labour 
to which allusion has just been made, and in the steady growth 
of which, more than in anything else, the solution of the social 
question is to be sought. In this way the interests of all are 
promoted. The shortsightedness of the entrepreneur wffio regards 
labour as so much merchandise reacts not only upon himself, but 
frequently upon others as well ; for it may result in a low-ering 
of the standard of living at the same time that wages are rising. 

When we take all these things into consideration, we see 
that it is impossible to accept without reserve the theory held 
by Adam Smith and a few writers of more recent date, that 
wages exercise a great influence upon the quantity and quality 
of labour. Adam Smith himself merely stated that theory, 
without adducing a single clear argument in its support, 
and no sooner do we set about trying to supply this omis- 
sion than we come upon facts which show that the theory 
cannot be strictly true. Adam Smith’s proposition must be 
ranked with the one which maintains that the invention and 
introduction of machinery must ultimately lead to an increase 
in wages. Both are true, provided certain conditions are 
fulfilled. Machinery can never raise wages automatically ; 
neither can an increase of wages ever automatically improve 
the quantity and quality of labour. 
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Inequality in Wages 

It now remains for us to explain tlie inequality observable 
in the wages of any given time. It is of a threefold nature. 
There is inequality in the wages paid for work of the same 
kind, for work of different lands, and for work in different 
localities. Inequality of the first kind has already been to a 
great extent explained by what has been said in the foregoing 
section as to the influence of efficiency upon wages. Seeing 
that this influence operates, and that all workpeople engaged 
in the same trade and occupying the same rank in that trade 
do not perform the same quantity and quality of labour, there 
must inevitably be inequality in their wages. Little more 
remains to be said here, if we confine our views to artisans and 
those ^of humbler standing. We might perhaps add that 
successful entrepreneurs sometimes pay higher wages than 
others ; but that apart, and so far as concerns the class of 
workpeople whom we are now considering, the wages of the 
individual depend upon the skill and working power which he 
displays. There is every reason to suppose that this also 
explains the inequality in wages as between men and women in 
industrial employments. If the labour of both were equally 
efficient in every respect, the demand for female labour would 
increase until a point had been reached at which its employ- 
ment ceased to present any advantage over that of employing 
male labour. 

In the case of intellectual, as distinguished from manual 
labour, however, the inequality of wages is not quite so easily 
explained. The value of intellectual labour is not determinable 
by any process of weighing, measuring, or calculating. There 
is much more scope here for individual estimate, and this is 
influenced by a variety of considerations. A teacher, author, 
or artist is not more liberally remunerated in proportion to the 
extent to which his work is really better than that of others 
in his profession, but in proportion to the extent to which it 
is better in the opinion of the public, and every one knows 
how faulty, not to say wrong, that opinion may be. Painters 
whose works fetch high prices at the present day have been 
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SO little appreciated in their lifetime that they have suffered 
absolute want. Trashy literature often has an immense sale, 
while books really worth reading remain unsold. It is not 
always the artistic or scientific value of a work that deter- 
mines its commercial value, and it is upon its commercial 
value alone that the author’s remuneration depends. Sendees 
are rewarded according to their importance in the eyes of 
those to whom they are tendered. The time and effort which 
they may have cost count for nothing. A commission agent 
has often more work in selling a small, than he has in selling 
a large quantity of goods ; still, as commission is reckoned 
according to the money value of the things sold, he earns more 
in the latter case than in the former, because in the second 
case his labour is commercially more valuable. 

Here we have one of the less pleasing aspects of the social 
structure. The most unsatisfactory results sometimes follow 
from the application of commercial principles to the remunera- 
tion of intellectual labour ; we find in some cases excessive 
remuneration, in others far too little. It is almost as if a 
premium were offered for what is vapid, or even destructive 
of morality, and a penalty attached to serious endeavour to fulfil 
the requirements of science or art. It is the easiest thing 
possible to explain the inequality in the wages of intellectual 
labour upon economic grounds; it quite fits in with a correct 
exposition of the theory of value. The labour that fetches 
a low price really possesses a small ‘'marginal utility.” By 
saying this we even show with special clearness the peculiar 
economic signification of the word “utility.” But when we 
have thus stated the facts, it is anything but easy to feel 
satisfied with them. 

For the purpose of explaining the inequality in wages 
paid for work of different kinds, almost all of the foregoing 
observations are relevant. The services for which the highest 
wages will be paid are those for which the demand is great, 
but of which the supply falls short of the demand. If the 
demand be small and the supply abundant, nothing but the 
goodwill of the employer can enable the wages to be high. 
Many a clerk earns more than a magistrate, many a school- 
master more than a burgomaster. High appointments, besides 
being scarce, are sought after by people who would not care to 
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fill humbler appointments even though the latter were more 
lucrative. It is not pecuniary advantage alone that such 
people desire; they want an occupation befitting their rank 
and station, and public opinion operates— sometimes very 
strangely — ^in limiting their range of choice. We should 
obtain a wonderful classification, were we to draw up a list 
of the appointments which it is deemed possible, and of those 
which it is- deemed impossible, for a man of good family to fill 
without losing caste, as it were. Then, again, the wages are 
not always regulated by bargaining. It very frequently 
happens that the sum to be paid for the performance of a 
certain work, or the salary to be attached to a certain post, 
is fixed in advance by the resolution of some Board or Local 
Authority, or by Act of Parliament, and that steps are not 
taken till afterwards to find persons who are -willing to 
undertake the work or fill the post. It would be a very 
small remuneration indeed that failed to attract some candi- 
dates ; but how poorly qualified such candidates sometimes are ! 
Still, as those with whom the giving of the appointment rests are 
tied to a certain sum, they have to take the best man they can 
get. This is why many appointments in the public service 
are held by people who would otherwise have to occupy much 
humbler positions. The low rate of remuneration attached to 
certain important posts is entirely due to the lack of judgment 
of those by whom the amount has been fixed, a default which 
is more far-reaching in its results than the superficial observer 
might think. There are countries where very influential 
appointments are sometimes obtained by persons little quali- 
fied to fill them, and where this is to a great extent due to 
the poor salaries attached to those appointments. In such 
countries it constantly happens that financial considerations 
alone deter properly qualified men from accepting political, 
administrative, or judicial posts, so that there is no alternative 
but to appoint less qualified men ; and so we find people who 
possess neither knowledge nor experience called to fill posts in 
which both are primary requisites. It is scarcely possible to 
exaggerate the disadvantages that result from this, more 
especially now that the public service is no longer the only 
career which affords opportunities of earning distinction and 
esteem. 
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When wages are regulated in the manner just indicated, 
there is also the possibility of their being fixed too high. 

The disadvantages that follow from this are obvious, but 
they are of a different order from those just referred to. They 
consist in certain persons enjoying more than their just 
share, having regard to the value of the services which they 
render. On the other hand, there is the advantage of being 
always able to find suitable persons when a vacancy occurs. 

If we were asked to give instances of countries which have 
erred in one or other of these respects, we should mention 
Holland and England. In Holland we usually err on the 
side of economy in fixing the salaries of high officials ; in 
England the salaries of such officials are sometimes inor- 
dinately high. 

But let us go back to wages in the more restricted sense 
of the word, to the wages of manual labour. Here we find 
the differences between the wages paid for different kinds of 
labour to be less than we should have expected. Of course 

a carpenter, a mason, a painter, and a smith, all of equal | 

standing in their respective trades, do not always earn equal 
wages ; but we cannot help being surprised that the difference 
in their wages is not much greater than is actually the case. 

For, as Marshall rightly observes, the person who, when 
choosing a trade, considers the state of the market, is guided 
by the state of the market at that particular time, and we 
know how liable the market is to change. Besides, the choice 
of a trade is usually made at a time of life when more thought 
is given to other matters than to the question of future j 

earnings ; a boy chooses his father's trade, or the trade which | 

he fancies best, or in which he happens to be able to find an 
opening. It may be that the causes which would produce 
great differences in wages operate with a certain constancy 
in such a way as to counteract each other. In every field 
open to statistical inquiry we find uniformities — a certain 
constancy of phenomena, and we might regard this as a reason 
for supposing that there is an equal amount of relative con- 
stancy in things that elude the statistical inquirer. Or is 
the explanation of the comparative slightness of the difference ■ 

in the wages of different kinds of labour to be found in the 
short duration of apprenticeships, so that the supply of labour 
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answers much more readily to the demand than is apparent to 
the superficial observer ? It may also be that the demand for 
labour is very readily affected by the price, so that any partial 
increase of wages which causes ^eat disparity between the 
wages of different trades, speedily reaches its limit. We 
cannot say what the real explanation is ; we only can mention 
what may be regarded as a possible explanation. 

Lastly, a word about the inecjuality in wages as between 
different localities. In so far as concerns money wages, the 
difference is due in the first place to difference in the cost of 
housing and food. If a workman can earn three shillings 
a week more in a town A than in a town L, but house rent 
is three shillings a week more in A than in B, there is clearly 
no inducement for him to go to the town where the wages 
are higher. It would be wrong, however, to suppose that all 
differences in wages as between different localities were due 
to no other cause than the one just mentioned. The differences 
are so great and of such a nature as not to be explainable on 
that ground alone. Not only the money wages, but also the 
real wages— -the wages expressed in goods and comforts— of 
workpeople of equal working power, differ in one locality as 
compared with another. 

This is all the more remarkable considering that there 
are two ways in which it is possible for all such difference to 
disappear : capital can go in search of cheap labour or cheap 
labour in search of capital. In districts where wages are 
comparatively low, new enterprises may be started, or many 
of the inhabitants of such districts may migrate to places 
where wages are higher. Either of these means would tend 
to equalise wages ; in fact, both have been instrumental in 
removing many disparities. Low wages do really attract 
capital, and high wages attract population. The former is 
exemplified by the rise of industrial enterprise in certain 
parts of Eastern Holland, while numerous instances of the 
latter are furnished by the striking growth of certain towns 
referred to in our chapter on house rent. We need but 
mention that, between 1801 and 1861, the population of 
Manchester increased from 94,000 to 460,000, and that 
between 1831 and 1861, that is to say, in a space of 30 years, 
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the population of the whole of Lancashire very nearly doubled 
itself. But why do not these two causes always operate 
strongly enough to do away with the differences which we are 
now considering ? 

In order to get at the explanation of this, we must 
consider, firstly, the reasons which deter capital, and secondly, 
those which deter labour from migrating. 

Firstly, as regards capital. The geographical situation 
and the nature of the population inhabiting a locality are 
not immaterial to the success of an enterprise established 
in that locality. All places do not present equal facilities 
in the matter of placing the raw material at the works, or 
sending off the manufactured product, or procuring coal or 
other requisites for production. Where the advantage of 
cheap labour is outweighed by disadvantages in respect to 
other matters, there is no inducement for the capitalist to 
avail himself of it. Again, the entrepreneur usually considers 
the nature of the population, their peculiarities and special 
capabilities. There are districts in which certain talents 
are, as it were, localised, where those talents are inherited ; 
the diamond - cutters of Amsterdam, the watchmakers of 
Switzerland, the wood-carvers of Siena, are examples. And 
capital is always reluctant to migrate to distant countries. 
The capitalist needs special incentives to induce him to employ 
his capital in distant countries, and still greater incentives 
to induce him to entrust it to the keeping of others there. 
He is more disposed to content himself with a moderate 
profit at home than to risk his property in an enterprise 
that promises to yield somewhat larger returns, but has to 
be carried on in a distant part of the globe. It is true that 
in these days there is considerably less reluctance on the part 
of capital to migrate to distant countries than there was 
before, but it still requires the incentive of special gains ; and 
so long as this is the case, the cause of equality in wages 
which we are now considering will continue to operate with 
little effect. 

The reasons which deter the workman from migrating are 
equally cogent. Statistics show that very special circum- 
stances are required-such, for example, as prevailed in Ireland 
after the year 1845—in order to cause migration to take place 
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upon anytHng like an extensive scale. The population 
migrates, it is true, but generally within a comparatively 
small area. Thus, as shown by the Prussian census of 1890, 
of every 100 of the population — 

53*9 were bom in the town or village in which they were resKling, 

15-8 „ » another town or village, but in the same district, 

174 „ another district, but in the same province, ^ 

9.7 another province, but nevertheless in Prussia, 

3*2 „ out of Prussia.^ 

Similar results were shown by the Dutch census of 1889. 
It was found that of every 100 of the population whose place 
of birth was known— 

65-40 were bom in the town or village in which they were residing, 

21-67 „ „ another town or village of the same province, 

11-03 „ „ another province of the kingdom, 

1-90 „ abroad. 

These figures show that attachment to the place of birth, 
though not a serious check to migration as between neigh- 
bouring localities, does seriously check migration to distant 
places. For this reason it is possible for the difierence in 
wages as between different countries, and also as between 
different parts of the same country, to increase with the 
distance. 

A third cause tending to equalise wages has yet to be 
mentioned : namely, difference in growth of population ; but 
this cause also operates imperfectly. It might be sup- 
posed that wherever wages — real wages — were higher than 
elsewhere, there also the birth-rate would be higher and the 
death-rate lower. So far as the death-rate is concerned, 
this is true, inasmuch as increase of wealth means better food, 
clothing, and housing conditions. But the birth-rate is 
frequently higher in districts where wages are low than in 


^ Here are a few figures relating to other countries : — 

Austria (1890). Hungary (1891). 


Bom in the town or village in which they 
were residing .... 
Born in another tow'n or village in the same 
district ..... 
Born in another district 
Bom abroad ..... 


Per cent. 

65-2 

L5-0 

18-1 

1-7 


Per cent. 


73-6 


15-6 

9*3 

1-5 


France (1891). 
Per cent. 

50-3 

25-0 

16-4 

2-3 
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districts where they are high. In Switzerland wages are 
certainly higher, on the whole, than in Italy ; yet in the 
former country the average annual birth-rate (exclusive of 
still births) per 10,000 inhabitants was only 277 betw^een 
1884 and 1890 as compared with 379 in Italy during the 
same period. And in no part of the kingdom of Italy is 
poverty so prevalent as in Sicily, the very part where the 
growth of the population is greatest.^ The standard of living 
varies between one subdivision and another even of such a 
small country as Holland ; consequently the inequality in 
wages as between different localities does not disappear so 
quickly as might be expected by merely having regard to the 
connection between poverty and the death-rate. 

From all this it will be seen that of the three causes 
which tend to remove the inequality in wages as between 
different localities, none is strong enough to do so by itself. 
The joint operation of these causes is capable of doing much 
in that direction— but only as between countries and districts 
which are contiguous to each other, which have a common 
language, a common form of religious worship, the same 
manners and usages. It stands to reason that improved 
means of communication help to remove the inequality. When 
the Prussian census was taken in 1871, 66-83 per cent, of the 
population were found to be residing in the place of their 
birth ; in 1890 the percentage had fallen to 63*9. Between 
1879 and 1889 the corresponding figures fell from 67*25 
per cent, to 65*40 per cent, in Holland. But those born out 
of Prussia, numbering 2*49 per cent, of the population in 
1871, had not risen beyond 3*2 per cent, of the population 
in 1890; while those born out of Holland, numbering 1*88 
per cent, in 1879, had not risen beyond 1*90 per cent, of the 
population in 1889. It appears, therefore, that, as between 
country and country, this cause does not operate much more 
potently than formerly. Migration still consists for the most 
part of circulation of the population within the confines of 
the same country or between neighbouring localities. In Btle 
it was found that of every 100 persons bom elsewhere than 
in the place in which they were residing in 1888, 16*7 were 
born within a distance of two (German) miles, 50*2 within a 


1 See De Economist AIB, 
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/Ikfflnce of over two but unaer x^eu _ 

distance oi uvcx , residence. 

distance exceeding ten miles fapm were 21-8 42-1, 

Ind mt^cen? S^afaTcordd beLcertained, the distances 

Ssdt rriq^y carried out in three rural parishes in the 
n of OldLig, it was found that of the new-comers 
^s fper ceS m per cent., and 83-6 per cent, respectively 
h!d come from places distant not more than two (German) 

“^Pmbably among the causes which tend to remove inequality 
in wa<^es al between difierent localities in one and the same 
miaration stands first. This may be deduced from 
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Introduction 

By way of concluding Part I. and preparing the waj/' for 
Part II. of this treatise, we propose now to inquire into the 
causes which determine prices. 

This question may be approached from two sides. Ap- 
proaching it from one side, we should confine our efforts to 
ascertaining what determines the prices of things in relation 
to each other. Gur sole endeavour in that case would be 
to make it clear why, if article A costs one shilling, article 
B must cost two shillings, and we should not trouble ourselves 
with the question why article A costs one shilling and not 
two shillings, say, or three shillings ; in other words, we 
should not inquire into the causes which influence the ratio 
of exchange between money and goods. 

When, however, we approach the same question from the 
other side, we ask ourselves, What regulates the general level of 
prices, that is, what regulates the purchasing power, the value 
in exchange of money ? In some European countries half 
a sovereign goes as far as a sovereign will go in others ; the 
purchasing power of money is not everywhere the same. How 
is this to be explained ? And to what are we to attribute the 
fact that there are times when there is a general decline and 
others when there is a general rise in prices ? These questions 
carry us into a sphere of ideas which we must be careful to 
distinguish from that just mentioned. They have no refer- 
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I tlie prices of different tilings, a 
necessarily change if all things 
.egree in relation to money , they 
of exchange between goods and 
xpressed in the general level of 

discuss firstly the prices of things in relation 
the value in exchange of goods. 

than once already. We 
exchange, into the effect 
into the effect of changes 


ence to the relation Dew€ 
relation which would no 
became dearer in an equal 
have reference to the rat 
money, a ratio which is 
prices. 

We propose to 

to each othei, that is to say. 

We have touched on this subject more 
have inquired into the origin of value in 
nf a pricultural rent on corn prices, — ^ 

in the rate of interest and in the rate of wages on prices of 
goods in general, into the connection easting between price 
f nd demand, also into the causes of that connection. Th 
reader is therefore already more or less conversant with the 
matter of which we now propose to treat, so that it ml no 
be necessary to set down everything that might serve to make 
it clear. M we propose to do here is to bring into relief 
Itain truths to which attention has not yet been Erected 
or at any rate sufficiently directed; to supply what has 
hitherto been wanting in order to render our treatment of 

the subiect as complete as possible. _ _ 

It is not advisable to search for a formula embracing all 
the causes influencing the relative prices of tffings. Such 
a formula could certainly be found, but it could hardly be 
useful In order to be correct, it would have to be complete , 
but if it were complete, it would be too cumbrous for use. 
Or else it would have to be worded in language so elastic 
and so vague that it would be of no value for the purpose of 
throwing fight on any particular case. 

On the whole, there is little help to be got from general 
formula in the domain of economics. We have to face the 
fact once and for all that society is not constructed on simple 
fines. The complexities arising out of exchange are botn 
numerous and varied, and they all afiect prices. We have 
here, as it were, the knot in which all the threads are umted. 
No short formula can teach us how to unravel this knot. 

The principal reason why any general proposition con- 
taining a complete statement of aU the laws governing the 
formation of prices would have to be very cumbrous, fies in 
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the variety of the circnmstanees under which supply takes 
place, and in the connection that frequently exists between the 
demand for one kind of goods and that for another. Some 
goods are produced under conditions of a virtual or legal 
monopoly ; others may be produced by any one, practically. In 
the case of some goods the cost price in respect to labour and 
employment of capital is practically the same for all pro- 
ducers ; in the case of others it varies extremely as between 
one producer ^nd another. In the case of some goods the 
whole supply comes from one country ; in the case of others 
it is the product of difierent countries. All these things 
exercise an influence of some kind, and it will be our busine^ 
to inquire into the nature of that influence. 

Again, there is frequently a connection between the demand 
for one kind of article and that for another. There is a con- 
nection between the demand for wool and that for cotton, 
between the demand for wheat and that for rice, between the 
demand for stocks and that for land ; and there may be a con- 
nection — a very close connection, in fact — ^between the demand 
for gold and that for silver. The conditions under which two 
articles can be acquired by labour may be precisely the same, 
and yet those articles may fetch very unequal prices, owing to 
the cause mentioned. 

What we have to seek for, therefore, is not a general 
formula, but a series of truths. Through not adopting this 
method, and through failing to keep in mind the multiplicity 
of the causes which influence the relative prices of things, 
important economic questions have frequently been seriously 
misjudged. For example, the general adoption of bimetallism, 
when it was still possible, was frustrated by a very defective 
theory of prices, a theory which happened to make no allowance 
for the truth that it is quite possible to create a fixed ratio of 
value between two metals. 
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Monopoly Prices 

Let us begin by discussing the prices of goods, of which 
the whole supply is in the hands of a single person or 
corporation, owing to that person or corporation alone being 
authorised or able to supply them. Such prices are monopoly 
prices, and it is hardly necessary to say that they are largely 
under the control of those who produce the goods. But 
how far does this control extend, and is it likely that the 
monopolist will make use of the comparative liberty which 
he possesses in such a way as shall harmonise with the 
interests of society ? 

How far his control extends can be readily stated; at a 
certain price, which, however, may be very high in the case of 
some^ articles, all demand ceases. But it is safe to assume that 
in very many cases the monopolist will ask considerably less 
than this high price. More especially will this be the case 
when the article belongs to that class of which the sale is 
very readily affected by a change in the price. 

He may ask what price he likes, but the amount of the 
article which he will be able to sell at that price is a thing 
beyond his control. He has to choose. If he wishes to sell a 
certain quantity he must not try to influence the price ; if 
he wishes to influence the price, he must wait to see what 
quantity he will be able to sell. The monopolist can control 
the price, or he can control the sale, but he cannot control 
both at once. 

Herein lies a safeguard against excessive dearness in 
the case of certain goods supplied under conditions in which 
competition is either altogether wanting or, at any rate, not 
very keen. That which competition — had there been any — 
would have brought about in such cases, the sellers themselves 
bring about, simply by adopting the course which they well 
know to be the one best calculated to further their own 
interests. They could ask much higher prices if they chose, 
but by doing so they would reduce their aggregate profits. 

There are not many legal monopohes, especially in Holland, 
since the granting of patents for inventions was abolished in 
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that country. But there are natural monopolies, as, for 
example, when, in a given spot, room to carry on a particular 
industry exists for one person only; or for none but a very 
small number of entrepreneurs, who can easily, and do in fact 
generally, come to a mutual understanding. The reason why, 
in such cases, the prices are not always excessively high is, that 
high prices are by no means incompatible with low profits, 
and the entrepreneurs are aware of this. 

There are two reasons, however, why the safeguard 
referred to above cannot be regarded as adequate in all cases. 
In the first place, we cannot be sure that the monopolist will 
always perceive wherein his true interests lie; for the force 
of habit has to be reckoned with and must not be under- 
estimated. How long was it, for example, before the directors 
of English railway companies could bring themselves to see 
that the third-class passenger traffic was capable of yielding 
profit ! Our view of the world of business would be quite 
wrong if we imagined that every one in it had a keen per- 
ception of what would bring him material advantage. 

In the second place, it is not always easy for the monopolist 
to know whether a reduction in the price would be advan- 
tageous to him or not. Great praise has been given to Sir 
Rowland Hill, at whose recommendation cheap and uniform 
rates of postage were first introduced. But Sir Rowland Hill 
was greatly mistaken as regards the financial results of this 
measure. In his pamphlet of 1837, entitled Post-office 
Reform : its Importance and Practicability,’’ he expressed 
himself as confident that the number of letters sent through 
the post would in a very short time be increased five- or six- 
fold, so that the State would incur no loss by reducing the 
rates of postage. Not until 1854, however, or 14 years after 
the introduction of the measure, did the number of letters 
sent through the post attain those proportions ; and even in 
1873 the net receipts were, still below those of 1839, the 
year preceding the introduction of the measure.^ Lowering 
the price nearly always has a favourable efieot upon the 
sale of an article. But what the monopolist wants to 
know is, how far this favourable effect will extend, and how 
soon it will manifest itself. And if his information on these 

^ See Dr. E. Sax, Die VerheJirs7mUel (Vieima, 1818), vol. i. p. 307. 
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points is unsatisfactory or uncertain, we can quite understand 
his fixing his prices fairly high. In considering this matter 
we must not forget that increased sales in many cases entail 
increased expenses. A railway company, by reducing its freight 
and passenger rates, may increase its gross receipts consider- 
ably, and yet derive no profit from doing so, owing to the 
fact that expenses have increased in still greater proportion. 

When, therefore, the State, acting in the interests of the 
public, grants privileges to private persons or corporations, it 
is not only just, but necessary, that it should reserve to itself 
the right to exercise constant vigilance, lest those privileges be 
used in a way that conflicts with the public interest. This 
applies more especially in the matter of railway concessions. 
A railway company has always more or less of a monopoly. 
The companies with which it has to compete are frequently so 
few in number that it has no difficulty in coming to terms, or 
even#- amalgamating with them. The eight principal English 
railway companies originated in no less than 226 smaller 
companies. It is most necessary, therefore, that the State 
should reserve to itself powers for preventing railway freights 
being regulated wholly in the interests of the shareholders, 
and with entire disregard of those of the public in general. 
In districts where there are no waterways to compete with, 
it may even be the duty of the State to refuse to allow 
private enterprise any share whatever in the working of 
railways.^ 

The prices of goods, the production of which requires 
the exercise of special qualifications, must be regarded as 
monopoly prices. It has already been pointed out in a former 
chapter that such articles are not dearer than others because, 
and in so far as, the workpeople who produce them are paid 
higher wages, but that those workpeople receive higher wages 
because the articles which they produce are relatively dear ; 
and the reason why they are relatively dear is, that they are 
relatively scarce. If all workpeople were both able and willing 
to perform every kind of work, artistically wrought objects 
would be cheaper than they are. The relation between the 
prices of such objects and those of other things would then be 

^ SeeB. A, J. SnethXiAGe’s article, entitled “ Indische Spoorwegpolitiek,” in 
Be Ecommist of 1891, pp. 241-286. 
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regulated approximately by the effort of production.^ Now, 
the exchange value of artistically wrought objects is greater, 
sometimes considerably greater, than that of other things, 
because of the more or less limited quantities in which such 
objects are supplied. If one article, though requiring for its 
production only twice as much labour and capital as another, 
yet realises four or six times as much as the latter, it can only 
be because equilibrium between demand and supply in the 
former article cannot be established at any figure short of that 
higher price. 

§ 3 

Prices obtained by persons producing the same article 
under the same circumstances 

It is necessary to discriminate in respect to goods for the 
production of which no special training or skill is needed, and 
which can be increased in quantity at pleasure. The circum- 
stances under which the same article is produced may differ 
greatly as between its different producers. One, for instance, 
may have the advantage of fertile and well-situated land, while 
another has to work with land that is both poor and badly 
situated. But we are not speaking now of the goods to 
which this observation applies. We are assuming absolute 
equality as regards facilities for production, and that no one 
entrepreneur is more advantageously situated than another as 
regards either the acquisition, transport, or disposal of the 
goods. We now ask how, assuming this condition of things, 
the relative prices will be regulated. 

They will tend to be so regulated that each article shall 
yield a normal rate of remuneration for the labour or capital 
employed in its production. We do not contend that things 

^ Effort of production ” is a literal translation of the Dutch voortbrengings- 
modte. The author of the present work has contributed a good deal towards 
making this word popular in Holland, where it was first used by Dr. Mees in 
1866. It expresses all the labour — in the largest sense — and all the sacrifices 
involved in the work of production, and is to be distinguished from “ cost of 
production,” which means the price paid for all this, which price, however, is 
nothing but the outcome of all that has been done (see Part I, chap. i. § 4). — 
A. A. W. 
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will invariably be in this condition, but when their condition is 
other than this, it must change, owing to the fact that prices 
are what they are. Whenever more than normal incomes 
are to be earned by producing a certain class of goods, many 
find it to their interest to supply those goods ; and similarly, 
when the reverse is the case, many find it to their interest 
to cease producing the goods. Any deviation from the rule 
here referred to must be temporary, since such a deviation 
creates an inducement for doing that which will restore the 
operation of the rule. 

We may mention one circumstance in particular that helps 
greatly to do this, namely, that in most cases the wages paid 
to labour, and in many cases the interest paid to capital, are 
stipulated in advance. This makes every deviation from the 
rule much more noticeable. Take two things, of which one 
has cost 200 and the other 100 days of labour on the part of 
50 workmen. If one of these things were to fetch £1,000, 
and the other, instead of twice as much, or £2,000, were only 
to fetch £1,750, the deviation from the rule would not be very 
great. Nevertheless, it might result in the second entrepreneur 
getting nothing whatever for his pains ; for, supposing the 
daily wage were 3^. 6c?., the one employer’s wages-bill would 
come to £875, and thus leave him a balance of £125, whereas 
that of the other employer would come to £1,750, and leave 
no profit-balance whatever. The wage system imparts greater 
force to the rule which we have indicated. If all enterprises 
were conducted on co-operative principles, the disparity in their 
results would be spread over a large number of persons. Under 
existing conditions this disparity affects the entrepreneurs'^ 
profit alone, or at any rate primarily, but for that very reason 
it affects it in a special degree. 

But there are also causes at work here which produce 
and perpetuate disparity. The most important of these is 
the following. When expensive buildings or machinery are 
required for the production of a certain article, or for the 
performance of certain services, it is quite possible that, for 
many years in succession, they inay not yield a normal rate 
of interest, and yet not be pulled down or altered for other 
purposes. This is because the owners are hopeful of better 
times, or else because greater loss would be entailed by allowing 
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the buildings or machinery to stand idle, or by altering them 
in order to use them for other purposes. The greater the 
amount of fixed capital required for the carrying on of a 
particular kind of enterprise, the longer it may be before 
enterprises of that kind yield any profit. Shipping freights, 
for example, frequently remain very low for a long period. 
The available ships continue to be employed so long as it is 
more profitable to employ them than to break them up, and 
this prevents the supply being reduced with sufficient rapidity 
to enable freights to get back to their normal level. 

The law of equality of incomes for services of the same 
kind in the same place might be termed the law of the 
economic level. There can be no more doubt about the 
existence of this law than about the occurrence of the dis- 
turbances to which its operation is sometimes subject. 

We must be careful, however, test we set down as disturb- 
ances in the operation of the law, things which, if observed 
attentively, would be found not to constitute such disturbances. 
The law of which we are speaking is frequently expressed as 
follows : In the case of goods procurable in quantities suffi- 
cient to meet any demand that may arise, the prices vary 
according to the efiort of production of those goods. This 
formula may be used in cases where there is no need for 
absolute accuracy of expression— for what Baoehot has called 
“ words of precision.” But it cannot lay claim to correct- 
ness, and it would be a mistake to suppose that every case 
in which the prices of goods were not proportioned to the 
effort involved in their production was a case of deviation 
from the rule. 

In the first place, there is great disparity in the extent to 
which capital and labour contribute respectively towards pro- 
duction. The result of this is, that the relation between the 
prices of things does not quite coincide with that between the 
amounts of labour bestowed on their production, but that it 
is also determined, as we have already pointed out, by the rates 
of wages and interest. A thing which it has taken six days 
of labour to produce will not be exactly three times as dear as 
a thing which it has taken two days of labour to produce, 
unless each of the six days has involved exactly the same 
employment of capital as each of the two days. 
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There is also disparity in rates of wages and interest as 
between difierent districts, and the causes which tend to 
equalise earnings within the confines of one and the same 
country- — especially if it be small — are much less potent for 
equalising earnings as between difierent countries. Hence 
it is quite conceivable that two countries, which are very 
far apart, may exchange goods, the outcome of unequal 
exertions, so that the one exchanges on much more favour- 
able terms than the other. Country A, for instance, supplies 
products which have cost it x in labour and y in employ- 
ment of capital, and in exchange receives from country 
B articles which have cost the latter x in labour and 

y in employment of capital. Bach workman and each 
capitalist will be remunerated according to the scale customary 
in his own country, but the scale of remuneration will not be 
the same for the two countries. 

From the fact that the terms on which one country 
exchafuges with others are less favourable to it than to them, 
it does not follow that exchange is to be regarded as dis- 
advantageous to that country. There is always an advantage 
in exchanging, when by doing so we are able to procure more 
of a certain kind of goods than it would be possible for us 
to procure by producing them ourselves. It is even possible 
for the country which exchanges on the least favourable 
terms to derive most advantage from its international trade, 
so that by taking part in that trade it increases its income 
more than any of the other countries. For, the advantages 
accruing from exchange depend, not upon the greater or less 
quantity of labour bestowed on the things with which we 
are supplied, but upon the amount of labour which we save 
by acquiring those things in the way of purchase instead of 
by producing them ourselves. 

In conclusion, we would point to a permanent impediment 
to the operation of the law stated above. Every country 
exports certain goods ; therefore, those goods must be cheaper 
in that country than elsewhere. Every country imports certain 
goods ; therefore, those goods must be dearer in that country 
than in their place of origin. This, in itself, is a sufficient 
reason why it should not be possible for a given sum of 
money to procure the same amount of enjoyment everywhere. 
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supposing such a sum to be spent everywhere in equal pro- 
portions for the purchase of the same kinds of goods, A 
given sum of money will procure a larger proportion of one 
kind of goods in one place and of another kind in another 
place. And this will be the case so long as any inducement 
exists for exchanging. 

But we have dwelt sufi&ciently on this subject.^ The 
reader has now been enabled to see by what general law 
the relative prices of goods of the kind spoken of in the 
present section are governed. The prices of such goods will 
have a tendency to be so regulated that the services rendered 
in the production of each article will be recompensed at a 
normal rate, that is to say, at a rate which shall be normal in 
the place where the services have been rendered. If we wish 
to be accurate, we must adhere to this way of stating the 
law and not admit any other. 

. -§> ' -' 1 ^' ■ ■ • 

The Prices of Goods produced under Dissimilar 
Circumstances 

What has been said in the foregoing section refers only to 
goods produced under circumstances which are the same for 
all producers of the same article. But we know that such 
similarity of circumstances does not, as a rule, exist among 
producers. In agriculture there is diversity in respect to the 
quality and situation of the land ; in industry we have it in 
respect to the extent and nature of the facilities for produc- 
tion, the skill of the operatives, the ability of the managers. 
There is diversity also as regard the magnitude of sales, and 
this may be a point of much importance. It makes a great 
difference to a manufacturer whether he can keep his labour 
force and machinery constantly and fully employed, or whether 
he has to allow them to remain partially idle. Owing to all 
this diversity, it is in most cases impossible to determine a 
price at which it will be possible to supply an article at a 

^ All this has been explained at greater length by Br. W. C. Mees, 
Hoojdstulclcen, 
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normal prolit. The same price will more than suffice for one 
producer; for another it will just suffice; for a third it will 
be inadequate. We. sometimes hear people inquire the cost 
of production of a particular article, that cost being in such 
cases understood to include wages and other necessary ex- 
penses which an entrepreneuf must pay in order to produce 
the article. But how is that question to be answered where 
the efiort involved in the production of the same article 
differs so much as between one producer and another ? Who 
can tell us the cost of production of wheat, seeing that some 
lands yield 30, while others only yield 7 bushels to the acre ? 
The price of silver in London is now. about 30(Z. per ounce 
troy ; yet we are assured that there are still silver mines in 
America which could be worked at a profit even if the price 
of silver were to fall to 14cZ. per ounce. 

The question arises. What is it that, in the face of such 
great diversity, regulates the price of a given product in 
relation to that of other things ? 

This question has been answered by Ricaebo in the 
following terms : The exchangeable value of all commodities, 
whether they be manufactured, or the produce of mines, or 
the produce of land, is always regulated, not by the less 
quantity of labour that will suffice for their production under 
circumstances highly favourable, and exclusively enjoyed by 
those who have peculiar facilities of production, but by the 
greater quantity of labour necessarily bestowed on their pro- 
duction by those who have no such facilities ; by those who 
continue to produce them under the most unfavourable cir- 
cumstances ; meaning, by the most unfavourable circum- 
stances, the most unfavourable under which the quantity of 
produce required renders it necessary to carry on production.” ^ 

Nothing that Ricaebo ever wrote was more strongly 
combated than this. Fancy labour performed under the most 
unfavourable circumstances determining the price ! If that 
were so, then a man living in a cold climate need only pro- 
ceed to cultivate tropical fruit in hothouses, and forthwith 
that particular kind of fruit would become dear enough to 
repay the labour bestowed upon it! Or, again, if improved 
machinery were introduced in a given branch of industry, the 


^ Works, ed. M‘Culloch, pp. 37, 38. 
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prices of the prodnct would not fall until every single manu- 
facturer in tliat industry liad adopted the new machine ! 

These objections are not, however, valid. Ricakdo assumes 
that a certain quantity of the article is required ^ and that 
those who are producing under favourable circumstances are 
unable to supply that quantity. It will be necessary, there- 
fore, he says, to produce even under unfavourable circum- 
stances ; and people will not do this unless the price of the 
product be such as to repay the labour bestowed upon it. 
Suppose a country to have a population of 4,000,000 persons, 
each of whom consumes, on an average, 7 bushels of wheat 
per annum, so that the total yearly consumption of wheat 
amounts to 28,000,000 bushels. Suppose also that of this 
quantity 14,000,000 bushels could be supplied at a normal 
profit for the price of is. per bushel, 10,000,000 at the price 
of 55., and 4,000,000 at the price of 7s. per bushel. If it 
be asked now what the actual price per bushel will be,^ the 
answer, according to Rioakdo, is 7s. ; for, at 5s. per bushel, 
only 24,000,000 bushels will be put on the market, and at 
45. only 14,000,000 bushels, whereas 28,000,000 bushels is 
the quantity required. 

We shall presently see that this theory requires amplifi- 
cation in one important respect ; nevertheless, it is sound 
It is difficult to understand how any one who disputes it can 
account for rent, or for entrepreneurs' surplus, since both 
originate in the fact that the price of every product must 
ultimately yield a normal remuneration to those whose assist- 
ance in producing it is rendered under the most unfavourable 
circumstances, assuming their assistance to be indispensable. 
To those who can achieve their purpose with less labour 
than others, special gains accrue, which in the case of agri- 
culturists are transformed into agricultural rent, and in the 
case of shopkeepers into higher shop rents. It is equally 
difficult to reconcile repudiation of Ricardo’s theory with 
acceptance of the indisputable fact that crops are grown 
and stock is reared on poor and badly situated land, and that 
industrial enterprises are frequently carried on under circum- 
stances the reverse of favourable. Were this labour to be 
remunerated according to what j^ould be sufficient for those 
whose land was particularly fertile or well situated, or who 
VOL. I 2 a 
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had special facilities for manufacturing, then the remunera- 
tion would frequently be so small that nobody could live 
on it. 

But Eicabdo's theory, though incontrovertible, is incom- 
plete. Its author ignores the connection that exists in most 
cases between price and demand, and in doing so he fails to 
throw light upon one of the greatest of the complications 
arising from the inequalities in the amounts of labour required 
for the production of the same article. Whenever the demand 
is not independent of the price, but, on the contrary, expands 
with a fall and contracts with a rise in the price, Eicardo’s 
proposition involves a circular argument. We are told that 
it is not by labour performed under the most unfavourable 
circumstances that the price of produce is regulated, but by 
that labour in so far as the '' quantity of produce required ’’ 
renders it necessary. If that quantity itself depends upon 
the price, then the proposition reduces itself to a state- 
ment that the price regulates the price.^ Eicardo has not 
made good this deficiency. His proposition was intended 
more especially for the purpose of explaining the rent of land, 
and he was disposed to think that in respect to articles of first 
necessity there was nothing to show that any connection 
existed between price and demand. Every one, so he held, 
requires a certain quantity of such commodities, and will con- 
tinue to provide himself with that quantity as long as he can ; 
should the cost of doing so become greater, then he will save, 
not in the matter of these, but of some other commodities.^ 
Eent being for the most part paid for land used for the purpose 
of producing food-stuff s, Eioardo considered any reference to 
a connection between price and demand as quite irrelevant in 
a theory of price whose sole object was to explain rent. 

But in this he was wrong. There can be no doubt that in 
the matter of commodities of which mankind is most reluctant 
to curtail its consumption, the connection between price and 
demand is far less close than in the matter of other things ; 
this would account for the fact that in cases of extensive crop 
failure, corn prices always rise to a very high figure. Corn 

1 As has been rightly observed by Dr. V. Mataja in 
Miimre (Vienna, 1884), p. 24. . 

s fforis (ed. M'CuUooh), pp. 114, 142, 145, and 207. 
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must become very dear indeed before any great curtailment of 
its consumption takes place ; but if it does become very dear, 
then such curtailment does take place. Otherwise, how would 
it be possible, in cases of serious failure of the crops, to prevent 
the stock being completely exhausted ? ^ 

Cotton has, in our day, become an article of first necessity, 
almost ranking as such with corn, and we know how greatly 
the imports of cotton fell ofi during the American Civil War. 
In spite of this, however, the stock of cotton in England 
was never less than 377,000 bales at the end of any year 
during which the war lasted. This is fully explained by the 
great rise which took place in the price of cotton ; but 
that rise would have had no effect if no connection existed 
between price and demand in the matter of articles of first 
necessity. 

It is in the sense then of taking account of this connection 
that Ricardo’s theory needs completion, and it is only by 
completing it in this way that we can get rid of the circular 
argument. In order to show how we can do so we will begin 
by pointing out the result of diversity in the conditions under 
which production is carried on. 

The result of that diversity is that, as a rule, the supply 
of an article will be greater when the price is high than 
when it is low. 

Of a given article, it will be possible to supply one 
quantity. A, at the price of Is . ; a second quantity, B, cannot 
be produced at a profit unless the price be at least Is. 3d. ; for 
a third quantity, C, the price must be at least Is. M . ; for a 
fourth, D, at least Is. 9c?. ; and for a fifth, E, at least 2s. 
Now, it is evident that if the quantity A can be profitably 
supplied at the price of Is., the same quantity can be supplied 

^ Malthtts rightly says, “ It has been asserted by some people that high 
prices do not diminish consumption. If this were really true, we should see the 
price of a bushel of corn at a hundred pounds or more in every deficiency which 
could not be fully and completely remedied by importation. But the fact is 
that high prices do ultimately diminish consumption ; but on account of the 
riches of the country, the unwillingness of the people to resort to substitutes, 
and the immense sums that are distributed by parishes, this object cannot be 
attained tifi the prices become excessive, and force even the middle classes of 
society, or at least those immediately above the poor, to save in the article of 
bread from the actual inability of purchasing it in the usual quantity.”— 
Essay on the Principle of Population^ Book III. chap. v. p. 296 (seventh edition). 
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at tke price of Is. 3i. At the latter price, therefore, the 
supply will be, not A, but A + B, and with every lasting 
increase in the price the supply will increase. At the price of 
2s. it will amount to A + B + C + D + E, whereas it only 
amounted — 

when the price was I5. to A + B + C + B 

,, „ Is. ,, A 4- B + 0 

„ „ Is. Zd., ,, A + B 

,, 99 Is. Qd»9 j> A 

This might be represented graphically, and if it were, 
the shape of the diagram would be the exact converse of that 
which we employed in explaining the connection between price 
and demand.^ Indeed, the relation existing between the latter 
is the exact converse of that existing between the price and 
the quantity that can be supplied. Less will be demanded 
when the price is high than when it is low, but in the former 
case^ more can be produced. 

The price will make towards a point at which the quantity 
that can be supplied and the quantity that can be sold will as 
nearly as possible correspond. This will be the resting point 
of the price. If the price be above this point, it will have to 

drop ; if below, it will have 
to rise to it ; if it be neither 
above nor below this point, 
then neither a rise nor a 
fall in the price is to be 
expected, unless changes 
take place in the schedule 
of prices either of the sup- 
ply or of the demand. 

The accompanying dia- 
gram will, perhaps, make 
this clear. 

The supply schedule 
is represented by the tri- 
angle ABO; the demand 
schedule by the triangle 
DEE ; at the price repre- 
sented by the figure 9, a quantity represented by the line 

^ Cf. ante, p. 93. 
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AB could be supplied, but none of the article could be 
sold ; at tbe price represented by tbe figure 1, tbere would 
be purchasers for a quantity represented by the line DE, 
but none of the article could be supplied. There is a point 
at which the quantity that could be sold and the quantity 
that could be supplied coincide with each other, and that 
point corresponds to the price of 4|. We have called this 
point the resting point. Suppose the market price exceeds 
or falls short of this point, what happens ? If it exceeds it, 
if it rises to 6, for example, a supply will be elicited, the 
amount of which can only be equalled by the amount of 
the demand at a price of about 3. If the market price 
falls short of the resting point, if it drops to 3, for example, 
a demand will be elicited which it will not be possible to 
supply at a price of less than about 6. But at the price of 

it will be possible to produce a quantity which coincides 
exactly with the quantity that can be sold. This is the^^only 
point at which the price will not itself give rise to actions by 
which it will be either raised or depressed. 

We have now to bear three things well in mind. The 
first is, that the state of things as depicted in our diagram 
is very simple. The lines BC and EF in the diagram are 
straight lines ; but they need not necessarily be straight. 
It is by no means inevitable that the reduction which is 
brought about in the saleable quantity by a rise, and in the 
producible quantity by a fall, in the price, should be uniform ; 
it may in either case take place in a series of gradations, and 
may terminate abruptly at a given point. In that case it may 
chance that absolute equilibrium between the two quantities 
will not be attained at any price, but also that it may be 
attained at different prices. In such cases the resting point 
of the price cannot be indicated. All that can then be 
stated is, that the price has a tendency to make for some 
point situated within certain limits, and if we wish to be 
able to give more precise information than this, we must 
seek guidance from other truths than those with which we 
have here become acquainted. 

The second thing to be remembered is that, though it 
is a rule, it is not a hard and fast rule, that the supply cannot 
be so great at a low, as at a high price. Frequently produc- 
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tion on a large scale is carried on at a relatively smaller cost 
than production on a small scale. If, up to a given time, the 
demand for an article has been so small as to preclude its pro- 
duction on a large scale, an increase in the quantity of that 
article required will alter this condition of things, and the 
result of this change may be that the article will become 
obtainable at a lower price. We then have the remarkable 
phenomenon of an increase in the demand .resulting in a 
reduction in the price. 

The third thing which we have to bear in mind has 
already been alluded to in passing, and this is, that a change 
may occur not only in the circumstances under which pro- 
duction is carried on, but also in the demand. It is possible 
that the effects of these changes may counteract each other, 
and in that case the resting point of the price will remain 
undisturbed. But this will be accidental ; as a rule, the 
result of changes in respect to the supply or the demand, 
or both, will be a shifting of the point at which equilibrium 
is possible between the quantity that can be supplied and the 
quantity that can be sold. 

As far as supply is concerned, changes may occur in the 
conditions under which production is carried on. We are 
thinking now more especially of improvements in agriculture, 
or in industry, or in means of transport. A change may occur 
too in the relation between wages and interest, and we know 
what effect this will have. Excise or import duties too may 
be abolished or reduced, or they may be increased. All these 
things are productive of change in the quantity that can be 
supplied profitably at a given price. The supply schedule in 
such cases assumes a different form, and then, as has already 
been stated, the resting point of the price shifts its position. 
To what extent it will do so depends upon a variety of causes ; 
it will depend largely, for instance, upon the extent to which 
the demand is susceptible to the influence of changes in the 
price. If, for example, an article be freed from a tax to which 
it has previously been subject, it is quite conceivable that the 
consequent reduction in the price of that article may elicit 
an increased demand, which cannot be fully satisfied at the 
reduced price. In that case the fall in the price will not 
correspond to the full amount of the tax that has been 
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abolislied, but will be somewbat less than that amount. This 
is a fact that has frequently been observed; and it has also 
been observed that when a tax is imposed on an article, the 
price has not risen by the full amount of the duty ; the 
sellers, finding themselves unable to dispose of the original 
quantity at such a price as would include the whole of the 
new tax, have had to content themselves with an increase 
corresponding to a part of it only. In the former case a 
certain increase has taken place in the production of the article ; 
in the latter, a certain decrease. But in neither case has 
the resting point of the price shitted to an extent corresponding 
to the full amount of the tax. 

The causes which bring about changes in the demand 
schedule, too, are various. Cold and heat ; discoveries by 
which a new article is brought into use ; changes in taste 
or fashion ; increase or decrease of population ; a rise or a 
fall in national wealth : these are the most important gf the 
causes to whose operation it is due that an increase or a 
decrease takes place in the quantities of a given article 
that can be sold at difierent prices. All these causes operate 
together in perpetually shifting the point towards which 
prices are tending. It is, therefore, in a very relative sense 
only that that point can be called a resting point. It is 
a resting point at a given moment only. The same price 
which, to-day, would bring about equilibrium between the 
supply and the demand might, a year hence, disturb that 
equilibrium, if existing. 

What we are taught by Eioardo’s theory is both true and 
important, but it is incomplete, and we have now shown in 
what respects we regard it as such. His theory rightly con- 
tends that no price can be lasting, unless sufficiently high to 
provide a normal remuneration for the services of such labour 
and capital as have been employed under the least favourable 
circumstances in producing the required quantity of the article. 
This proposition is perfectly sound ; but it needs to be brought 
into relation with another truth by which we are taught that, 
as a rule, the quantity required depends upon the price, 
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§ 5 

The Relative Prices of Goods capable of being used 
for the same Purpose 

Before leaving this part of our subject, we have something 
to say concerning a point which merits our attention in con- 
nection with certain practical issues.. What regulates the 
relative prices of goods which admit, either in the same 
degree or in different degrees, of being used for one and the 
same purpose ? The question has to be taken in a very literal 
sense. There are many goods that serve for the same purpose 
approximately. "WTieat and rye are both useful as f ood-stuffs ,* 
linen and cotton as material for clothing. Not every one, 
however, who requires wheat will be prepared to accept rye 
as a substitute, nor will every one who requires linen be 
prepared to accept cotton in its place. There are doubtless 
some whose choice will be determined by the relative prices 
of the two articles ; but there are also many whom nothing 
short of absolute necessity will induce to have recourse to the 
inferior article ; besides, the relative price which determines 
one man’s choice will not always determine that of another. 
The goods, of which we are now about to speak, are those only, 
between which there is a fixed relation of utility ; such, 
for instance, that the same results could be attained by 
using so much of the one or so much of the other. What we 
now propose to inquire is, in what relation the prices of such 
goods must stand to each other. 

But by stating our question in this way we have really 
answered it. The relation between the prices must coincide 
exactly with that between the utilities of the goods. A given 
article costs two shillings per pound, and one pound of it will 
do the work of two pounds of another article. Under these cir- 
cumstances nobody will pay more than one shilling for a pound 
of the latter. If, owing to a glut of the inferior article, its price 
were to drop to ninepence per pound, the price of the superior 
article would also drop, and the figure to which it would drop 
is eighteenpence. So long as the prices of the two articles 
stand to each other in the proportion of 2 to 1, there will be 
demand for both j but if that proportion changes, the whole of 
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the demand will become concentrated on the article which has 
become relatively the cheaper. The dearer article being then 
entirely abandoned, its price will fall. 

When discussing monopoly prices, we noted that the 
monopolist has not the power to determine arbitrarily the 
price which he will get for his produce ; his liberty in this 
respect is especially restricted when the article which he 
produces stands in a certain relation of utility towards other 
goods which can be increased in quantity at pleasure. This 
is equally true of services. Eailways, which have to compete 
with waterways, must certainly so regulate their rates that 
some at least of the advantage resulting from more rapid 
transit may accrue to those who make use of the railways. 

All this is so self-evident that probably nobody will con- 
test it. Who would think of paying three shillings for the 
attainment of an object which he could attain equally well 
by paying two shillings ? and who will pay more for transport 
services than they are worth to him ? All this is confirmed 
by everyday experience. The same product can be manu- 
factured from cane sugar and from beet sugar ; as a result 
neither article ever falls in price without the other doing the 
same. A connection is traceable between the prices, even of 
things which cannot so readily be used as substitutes for each 
other as those just mentioned. Thus, when the price of 
American cotton goes up, so also does that of other kinds of 
cotton, though not always in the same proportion. When 
potatoes become dear, so also does rice. 

But here a difficulty arises, and until we have disposed of 
it, we would do well not to draw practical conclusions from 
the foregoing. The difficulty is this. In discussing the 
causes which regulate the relative prices of things we have 
become acquainted with certain facts. We have seen how 
such prices are determined, firstly, in the case of goods pro- 
duced under circumstances which are the same for all 
producers of the same article, and next in the case of goods, 
of which some producers have facilities not enjoyed by others 
of their class. We have to face the question whether our 
present and our former conclusions coincide, and if not, which 
of the two has to be amplified or amended. 

Let us first suppose that two articles, of which the relative 
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utilities are as 2 to 1, are both, obtainable in the same country 
with, the same expenditure of labour and capital, iiccording 
to tbe rule to which we have already referred, the prices of 
these two articles should be equal ; but from what we have 
now seen, the one product will be worth twice as much as 
the other. What relation will now arise between the prices 
of the two products ? 

None whatever ; since one only — the better — of the two 
will be supphed. This frequently happens. There are many 
goods which it would be quite possible to supply, and which 
could very well be used, but which are never produced, because 
they are esteemed less useful than other goods whose produc- 
tion entailed the same labour. With a certain amount of 
labour we can acquire a certain thing ; with the same amount 
of labour we can acquire another thing which is twice as good. 
Who, then, would think of producing the former ? Nobody 
could make any profit by doing so. 

We are postulating here that the better of the two articles 
can be supplied in quantities large enough to meet any demand 
that may arise. Otherwise it would not belong to the class 
of goods which we are now discussing, but to the class of 
monopoly goods. It is quite conceivable that a demand which 
two articles differing in quality would be capable of meeting 
may not be fully satisfied by what is supplied of the superior 
article. In that case the price of the latter will continue to 
rise until it becomes possible to produce the inferior article 
with a normal profit. The result will be that the producers 
of the superior article will enjoy special profits. But the 
privilege of the monopohst does not always consist in the fact 
that he is able to supply what nobody else can supply ; it 
frequently consists in the fact that he has certain facilities 
which enable him to produce a superior article at a cost and 
effort no greater than those involved in the production of an 
inferior article. 

We will now take our illustration once more, only we will 
modify it. Two articles, of which the relative utilities are 
as 2 to 1, are both obtainable in the same country, but each 
article is produced under circumstances which differ widely 
as between its different producers. We wdll assume that 
the different quantities of each article that can be profitably 
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suppKed at different prices are exactly the same for both 
articles. We shall now see that the relation between the 
prices of the two articles will once more be as 2 to 1, and 
that this will be in perfect accordance with the rule which 
we found to be in operation in connection with the prices of 
goods produced under dissimilar circumstances. 

Let us recall the rule. There exists for such goods a 
resting point tow^ards which the price tends. To find that 
point we must know, not only what quantities can be supplied, 
but also what quantities can be sold at different prices. The 
schedule of prices, not only of the supply, but also of the de- 
mand, has to be considered. When the supply schedule is the 
same for two articles, it does not follow that their prices will 
tend to the same point. They will do so only in the event 
of the demand schedule being also the same for the two 
articles. Where the supply schedule is the same, while the 
demand schedule differs as between the two articles, the 
prices, instead of tending towards the same point, will tend 
towards different points. 

This is what happens in the present case. By hypothesis, 
a single quantity of article A supplies the same want as a 
double quantity of B : that is why all demand for A ceases 
when its price becomes more than twice that of B, and why 
all demand concentrates on A when its price drops to less than 
twice that of B. Any one can now see what must happen. 
People will begin by producing A — under the most favourable 
circumstances — and so long as the demand is not very extensive, 
the production of those people will probably suflB.ce to meet it. 
Meanwhile it does not as yet pay to produce B, nor will it pay 
to do so until A has risen to double its former price. Then 
people will begin to produce B— again under the most favour- 
able circumstances ; and the first producers of A will be enjoying 
special advantages, while the first producers of B will be getting 
only a normal remuneration for their pains. Once more an 
extension takes place in the quantity required ; more could 
be disposed of at, say, two shillings per pound for A and 
one shilling per pound for B than it would be possible to 
supply at these prices ; thus a further rise in the price takes 
place. The first producers of B now begin, in their turn, to 
enjoy special profits, which, however, do not and never will 
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come up to those enjoyed by the first producers of A. For, 
however dear B may become, its price can never exceed one- 
half that of A. The prices of the two articles will always 
remain in the same relation to each other in spite of the fact 
that both articles are obtained under precisely similar circum- 
stances. And this will not constitute an infoingement of the 
rule governing the prices of goods, of which some producers 
enjoy greater facilities than others ; on the contrary, it will be 
due to the operation of that rule. 

The proposition accordmg to which the relative prices of 
goods used for the same purpose are determined by the rela- 
tive utilities of the goods with reference to that purpose may, 
we think, be now regarded as demonstrated. Conclusions of 
practical importance may be deduced from that proposition. 

In the first place, it throws a great deal of light upon the 
effects of certain kinds of taxation. 

Among the things which stand towards each other in a 
fixed relation of utility are those which serve as investments 
for money, such as landed property, sound stocks and shares, etc. 
Their relative utility is determined by the income which they 
yield ; their value in exchange is therefore higher according as 
the income which they yield is higher. Other things being 
equal, a property which yields an income of £1,000 per annum 
must be worth twice as much as a property which yields only 
£500 per annum. What happens, then, when the State, 
by means of taxation, reduces the income derivable from a 
particular kind of property? In that case a change takes 
place in the relative utility, and consequently — according to 
our rule— in the relative price of that kind of property. We 
shall have more to say about this later on when we are dealing 
with public finance. 

We also propose to reserve for a future chapter the dis- 
cussion of the theory— based on the truth with which we have 
now become acquainted— that, by introducing the double 
standard on the basis of an uniform ratio, it would be possible 
to give stability to the relative values of gold and silver. The 
possibility of doing so has long been disputed, as involving a 
denial of the truth that the value of things depends upon 
demand and supply. We shall show later on that this is 
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a mistake, and that the theory of bimetallism is simply an 
application of this truth, if completely stated. 

If the principal countries were to agree mutually that in 
each of them it should be legal to discharge a debt either in 
gold or silver, and that for this purpose 1 pound of the 
former should be regarded as equivalent, say, to 15| pounds 
of the latter metal, the result would be that, over a very wide 
area, gold and silver would acquire a jfixed relative utility as 
instruments of exchange. The theory of bimetallism is simply 
a deduction from this observation. 

§ 6 

The Value of Money in different Countries 

Prices may, as we have observed, be regarded from two 
points of view : that of their mutual relation, and that of their 
general level. If we regard them from the first of these i}wo 
points of view, we consider the value in exchange of goods ; 
if from the second, the value in exchange of money. In the 
former case we desire to know why, if A costs one shilling, 
B should cost three; in the latter we want to know why A 
and B cost just one shilling and three shillings respectively, 
and why prices in general are not twice or six times higher or 
lower than they actually are. In the first case we compare 
one description of goods with another ; in the second we com- 
pare goods with money. 

Henceforward we shall speak exclusively of the value of 
money ; but in order not to penetrate further than is necessary 
into a region which cannot be fully explored at this stage, 
we shall begin with a certain hypothesis. The value of a 
coin in most cases somewhat exceeds that of the quantity of 
precious metal of which it is composed; a sovereign, for 
instance, will generally purchase more than could be got for 
113 grains of gold. In a properly regulated coinage this 
difference between the nominal and the metallic value is 
always very small (except, of course, in the divisionary coin- 
age), and it never amounts to more than the seigniorage, or, 
say, from J to of 1 per cent. Our hypothesis is, that 
currencies are everywhere well regulated, that the value of 
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money nowliere greatly exceeds that of the metal of which it 
is composed. 

Let us take first the question how the value in exchange 
of money is regulated in a country which produces its own 
bullion. The answer is simple. In such a country the value 
of money is regulated by the same causes as that of any other 
article. In such a country money is an ordinary product of 
national industry. Gold and silver are made to serve a variety 
of purposes, amongst others that of media of exchange. 
If the producers of those metals fail to secure a normal 
remuneration, they will cease producing them and use their 
capital for other purposes. This of itself will cause decreased 
demand, scarcity, increase in the value of money, consequently 
lower prices. For the lower prices are, the greater the amount 
of goods and services procurable for money. 

If, however, money were to become redundant in such a 
. country, a general rise in money prices would eijisue. Such a 
rise*" took place on an extensive scale in Australia owing to 
the gold discoveries in 1851. When the first period of excite- 
ment was over, gold-mining became an ordinary branch of 
industry, the good and bad prospects of which could be cal- 
culated with tolerable accuracy. Experience had shown that 
the average daily find of gold per person was about 2 dwts. 
6 grs., or about 10 shillings’ worth of English money. Measured 
by the effort of production, therefore, the value of every article 
requiring a day’s labour for its production had to rise to 10 
shillings ; that of an article requiring five days’ labour, to 
50 shillings ; that of an article requiring ten days’ labour, to 
£5, and so on. These high prices did not last in the case 
of all goods, it is true ; for Australia, with her gold so easily 
obtained, soon found it advantageous to purchase from abroad 
a number of articles which she had previously produced at 
home. The high prices did last, however, in the case of every 
article which it was impossible to import, or to import with 
advantage; at any rate, they lasted so long as the effort 
involved in the production of gold did not become any 
greater. 

It may not be superfluous here to warn the student against 
an error which is frequently committed. We sometimes hear 
it stated that a fall in the value of money causes a rise in prices. 
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TMs is not correct. A fall in the value of money and a rise 
in prices are not two occurrences, certainly not two occurrences 
standing to each other in the relation of cause and effect ; 
they constitute a single occurrence described in two different 
ways. Unless there be a rise in prices, there is no fall in the 
value in exchange of money. Not until it has become impossible 
to procure, for a given sum of money, the same quantity of 
goods of every description as it has hitherto been possible to 
procure for that sum, can it be said that the value in exchange 
of money has decreased. But as soon as this impossibility has 
arisen, no matter how it may have been caused, a decline will 
have taken place in the purchasing power of money. For 
such a decline signifies an alteration in the ratio of exchange 
between goods and money to the detriment of the latter. 

A change of this kind is inevitable whenever the pro- 
duction of bullion becomes very profitable. We must re- 
member that in countries which produce their own bullion 
the production of money is an ordinary branch of industry. 
If this branch of industry 3delds special gains to those who 
engage in it under the least favourable conditions, capital and 
labour will gravitate to it from other industries, and this 
gravitation will continue until those special gains have ceased 
to be procurable ; in other words, until prices have risen 
to a point at which the incomes derivable from the production 
of money and those derivable from the production of goods 
become equal. 

To the superficial observer it will appear as if what remains 
to be said in order to explain the value of money in countries 
which do not produce their own bullion, but export it from 
abroad, were obvious. He would probably argue that, just as 
colonial sugar costs less in Java than in Holland, or American 
cotton is cheaper in New Orleans than in Liverpool, so also 
must bullion be less valuable in the place where it is produced 
than in the place to which it is exported, and the difierence 
in value can never exceed the freight. But the freight for 
gold and silver is exceedingly small ; if the foregoing argument 
were correct, the value of money ought to be almost the same 
everywhere, and this, as every one knows, is not the case. 

In order to clear up this point, we will first of all repeat 
and explain a remark made in an earlier part of this book. 
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A perfect comparison between different countries, as regards 
the purchasing power of money in respect to goods, is impossible. 
The cost price in money of any article produced on the spot 
depends upon two factors : on the number of days which it 
took to produce the article, and on the return in money which 
those who took part in its production have been able to obtain 
for each day of labour. There exists in every country a scale 
of labour prices.’" The labour price (a technical expression) ^ is 
not the money wage alone, but the money wage plus the normal 
profit of the entrepreneur and the normal interest on capital. 
If this labour price for a certain kind of service be one shilling 
per day, and the number of days which it takes to produce a 
certain quantity of goods be 300, then the cost price in money 
of that quantity of goods will be £15. 

It is obvious that the first of these two factors, which, for 
the sake of brevity, we call the effort of production, cannot 


^-It is only among Dutch economists that the term “ labour price ” used in 
this sense is a technical expression. In the second volume of his book the 
author explains the term as follows : — 

“The labour price is the sum-total of all the money income gained by the applica- 
tion of a definite amount of labour and a definite amount of capital. Let us suppose 
that the labour of one man, supported by a capital of 1,000 florins, produces in 200 
days commodities worth 250 florins ; then, of course, one day’s labour and one day’s 
application of the said capital will be worth, upon an average, fl. 1 ‘25. This amount 
of fl.1‘25 may be distributed in such a way that capital receives 25 cents and labour 
1 florin, or in such a way that capital receives 50 cents and labour 0*76 florin ; in 
the first case the interest will be at the rate of about 9, in the second of about 18 
per cent, per annum. Yet in both cases the combined remuneration of the applica- 
tion of a capital amounting to 1,000 florins and of the labour of one man will be 
fl. 1*25 per diem. Now this combined remuneration is called ‘ labour price.’ The 
word should not be mistaken for labour wage ; the labour wage and the remuneration 
of the entrepreneur are only a part of it, the remainder is interest on capital. As to 
rent and entrepreneurs' premium, these, as we know, are not realised in every case, 
but only when the production has taken place under favourable circumstances. 
In order to make our definition complete it should run as follows : the ‘ labour- price ’ 
is the sum-total of money income derived from the application of a definite quantity 
of labour and capital under unprivileged conditions. 

“ The term ‘labour price’ is a short expression for a scale of labour prices. We 
speak of the labour price in the same sense as we speak of the price of sugar or of 
cotton, though not all sugar and not all cotton brings the same price in the market. 
This should not be forgotten. A rise or a fall in the scale of labour prices must not 
necessarily be equal for all of them ; the causes operating on the money prices of 
services in general may affect the relations of value existing between them.” 

It is admitted by Dutch authors that the expression “ labour price ” is 
not perfect, but they know of none better. They think, however, that it may 
be used when duly explained ; in the same way as England is often used for 
Great Britain, Holland for the Netherlands, because England is the most 
important part of Great Britain, Holland the most important of the Nether- 
lands. — k, A. W.v ' i 
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be tbe same in all places for all articles. Even with, equal 
labour prices, therefore, great differences will be observable in 
the prices of goods, and commerce will never be able to remove 
those differences altogether, as some things cannot be trans- 
ported, while for others the cost of transport would be too great. 
How should it be possible, then, to institute a perfect com- 
parison between two countries as regards the purchasing 
power of money ? In every such comparison individual ex- 
periences will play a prominent part, and individual experi- 
ences here depend upon individual wants. A country which 
one man regards as cheap might, with equally good reason, be 
regarded by another as dear. 

The only way in which we can escape arbitrary conclu- 
sions here is to measure the local value of money solely by the 
labour price — that is to say, by the purchasing power of money, 
not in respect to goods, but in respect to services. In doing 
so we must remember that high labour prices are perfectly 
compatible with low prices for goods, seeing that in a country 
in which the former are high the effort of production may be 
smaller for many articles than elsewhere. All that we know 
for certain is, that where the labour price is high, a high price 
will have to be paid for all kinds of services, and that 
those things will be dearer there, of which the effort of pro- 
duction is the same as elsewhere. 

The question as to what regulates the local value of money, 
then, resolves itself into the question, What regulates, in any 
country or any district, the labour price expressed in money ? 
This question can be answered. The labour price — or, to 
speak more accurately, the scale of labour prices — ^in any 
country depends upon the quantity of standard metal obtain- 
able in that country for the goods which it exports. 

Suppose that wheat is the sole article of export, and that, 
owing to density of population, the production of that article 
has to be continued to a point at which it takes producers 
working under the least favourable conditions 300 days of 
labour to raise 100 bushels, while, after deducting freight — 
thus in the place where the grain has been grown — the price 
obtained is 35. per bushel. Under these conditions the scale 
of labour prices in this particular country will be based on 
the fact that agricultural labour (including the wages of the 
VOL. I 2 b 
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etdrepreneur and the interest of the capitalist) is -worthv valu- 
daj. An article which it required 100 days of equalljgaijour 
able labour to produce wordd then cost £6. Were the fi-j,our 
devoted to that article twice as valuable as agricultural Ifehey 
Its cost price in money would be £10. The sum of mon'x 
obtained for each day of labour spent on the production ol 
the export article serves as a measure. And it makes no 
dif erence to the theory here set forth whether a nation exports 
one article only or a hundred ; the bullion which it requires 
will always cost as much to that nation in services of all kinds 
as the production of the articles, in return for which the 
bulhon is obtained. A scale of labour prices naturally results 
from this, and the cost price, m money, of all goods produced 
in the country varies according to this scale. 

A high labour price, unless it be artificially brought about 

by protective duties, for instance — always indicates a favour- 
able economic situation. In order to show this we will sup- 
pose, in succession, the five following conditions as applying to 
a given country (1) scarcity of population ; (2) progress in 
agricultme, combined with exportation of agricultural produce ; 
(3) strong development of industry ; (4) brisk demand abroad for 
the products of the country ; and (5) declining freights for articles 
exported. AU these conditions are favourable to the economic 
situation, but they are also favourable to the labour prices. 

With a sparse population, there is no need to bring the 
less fertile, lands under cultivation, or, generaUy, to work 
under very , unfavourable conditions. The quantity of wheat 
which It would otherwise require 300 days of labour to pro- 
duce wiU probably cost only half that amount of labour. This 
wffl not affect the selling price of the wheat abroad. But £15 

(hvided by 300 gives Is. as quotient, wMle with 160 as divisor 
the quotient is 2^. 

The same iUustration also serves to show the manner in 
which progress m agriculture operates. That, too, has the effect 
0 re ucing the divisor. It is to be observed, however, that 
increased supply may also cause the price to faU, in which 
case the exportmg country forfeits some of its advantage, and 
oreign consumers come m for a share of it. But even in 
that case our theory is verified ; it wiQ scarcely be possible 
for the labour price to rise when things are in this condition. 
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A strong development of industry is only possible in a 
country rich in natural resources, and judicious and assiduous 
in using them. If the industrial products of such a country 
find a ready sale in the world market, they will procure a 
good return for the labour expended on them, and as a result 
. the labour prices will be high. 

Brisk demand for the products of a country has the same 
effect as a lessening of the effort of production. To use once 
again the language adopted in our illustration : lessening the 
effort of production reduces the divisor — the figure which 
indicates the number of days’ labour ; while brisk demajnd for 
the products increases the dividend — ^the figure which indicates 
the return in money. In either case the quotient, that is to 
say, the labour price, is increased. 

Lastly, a word concerning reduction of freights on articles 
of export. Generally speaking, it is impossible to tell which 
country has to pay those freights — ^whether they come ^off 
the selling price and are therefore borne by the exporting 
country, or whether they increase the price, and are therefore 
borne by the importing country. A little nation export- 
ing and purchasing articles of general use exercises no 
perceptible influence on prices either by its supply or its 
demand. With a great nation it is different, and when a 
reduction of freight has the effect of increasing its exports it 
cannot expect to benefit to the full extent of the reduction. 
Thus at a price of 10a; per lb. such a nation will be able to 
find a market abroad for a certain quantity of goods ; in order 
to find a market for a larger quantity it will have to be satis- 
fied with a price of Sx per lb. If the reduction of freight 
amounts to 3x per lb., then the net gain will be x. 

But in any case the reduction of freight is an advantage ; 
and further, it invariably has the effect of raising the labour 
price, so that we see again what a favourable sign a high 
labour price is. We also observe a new advantage here as 
an effect of industrial prosperity. In proportion to value, 
freights are always lower for manufactured goods than for 
raw materials. The foregoing explains the low labour price of 
countries which chiefly export agricultural produce; it also 
explains another fact frequently observed, namely, that in 
places which were formerly cut off from intercourse with 
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the outside world the cost of living has increased when rail- 
ways have enabled the people to engage in trade with other 
communities. It is true that the railways have made those 
things cheaper which used to be introduced from outside ; but 
home products have become dearer owing to the increased 
labour price. One marvels at the stipends enjoyed in certain 
university towns in Germany in the last century; they were 
so small that it is difficult to understand how any one could 
live on them. But at that time those small sums of money 
represented a far greater purchasing power than now in relation 
to local products, and probably all except the wealthier citizens 
had, in the main, to restrict themselves to local products. The 
labour price in such places was exceptionally low, because, 
owing to the lack of transport facilities, the product of a day’s 
labour could only fetch a small sum of money. Thus money 
possessed, locally, a very high value. 

^ Let us now try to find a formula which shall embrace the 
whole of the foregoing. Whenever a nation is able to obtain 
much money for its products, it is also able to secure a liberal 
remuneration in the shape of everything that money can pur- 
chase. Suppose that India can obtain in England £5 for a 
hundredweight of tea, and that £5 is the price of a quantity, 
which we shall call x, of English produce. It is clear, then, 
that India can obtain in England x products for a hundred- 
weight of tea, while if tea were worth £2 : 10s. instead of £5 
per hundredweight, India would have to pay 2 hundredweight 
for X. In that case the exchange ratio between India and 
England would be less favourable to the former. We have 
only to apply this illustration generally in order to find our 
formula. The value of 'nwney in any country ^ is connected with 
the ratio of exchange between that country and the countries with 
which it carries on trade. This formula must not be under- 
stood to mean that every improvement in the ratio of exchange 
causes the labour price to go up ; but if the labour price goes 
up in the one country, while it remains unchanged elsewhere, 
this wiU prove that the ratio of exchange has become more 
favourable for that country. In so far as we may term 
countries with a high scale of labour prices ‘‘ dear ” countries, 

^ This word must be understood in an economic, not in a political, sense, so 
as to mean every part of a country constituting an economic entity, — K. A. W, 
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we tlms arrive at the conclusion that it is a sign of national 
welfare to be a dear ’’ country— that is to say, one in which, 
relatively to other countries, money has little value.^ 

We can use this occasion to supplement what has already 
been said concerning the wages of labour. The causes which 
determine real wages — ^the aggregate of the enjoyments which 
accrue to the labourer — ^have already been explained, but 
not the forms in which changes in the wages of labour 
must take place. Those changes must take place in one of 
two forms. The money wage may rise or fall, while the prices 
of goods required by the labourer remain the same ; or the 
prices of those goods may rise or fall, while the money wage 
remains the same. To the labourer it is immaterial which of 
the two forms his change in wages may assume ; in either case 
there is an alteration in the ratio of exchange between goods 
and labour. Nevertheless it is important to trace the economic 
laws which govern the forms in which changes in wages come 
about, and the results at which we have already arrived enable 
us to formulate these laws as follows 

I. k change in wages will consist in a change in the 
money wage, when it originates in causes which exercise an 
influence upon the labour price. II. When it originates in 
causes which do not exercise an influence upon the labour 
price, it will take the form of a rise or fall in the prices of 
goods. III. But when wages change to the advantage or 
detriment of interest, both the money wage and the prices of 
certain goods will undergo a change. 

I. Imagine a country which produces its own bullion and 
takes no part in international trade. Suppose that in such a 
country all things without distinction, incliding bullion^ are 
now obtained in the same proportion with less eflort than 
before, so that the employment of given quantities of capital 
and labour in any branch of industry now yields larger returns 
than formerly. The effect of this will be a rise in the money 
wage; but the prices of goods wiU remain unchanged. For 

^ It was Ricardo who first propounded this theory (Principles, chap, vii., 
“ On Foreign Trade ”). Senior has explained it more fuUy (Three Lectures on 
the Cost of obtaining Money, London, 1830), and it has been greatly improved by 
Dr. W. 0. Mees (Overzicht van eenige hoofdstukken der iStaatshuishoudkunde 
Amsterdam, 1866, chap. iii.). ^ 
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the increase in the returns of production being general, it 
cannot have any influence upon the values of goods relatively 
to each other; that is to say, in whatever proportion it 
cheapens A relatively to B, it will cheapen B relatively to 
A in the same proportion. When discussing the origin of 
value in exchange we saw that the values of things, relatively 
to each other, tend to coincide with the relative efiorts involved 
in the production of those things. This proposition applies 
here. There are disturbing influences, it is true, but their 
potency will be no greater in the case which we are assuming 
than in any other. 

The cause referred to will therefore make no change in the 
values of goods relatively to each other ; but neither will it 
make any change in the money prices of the goods — that is 
assuming a normal condition of the currency, — in the values 
of goods relatively to bullion. If, under the given circum- 
stances, a general fall in prices were to supervene, great 
advantages could be reaped by engaging in the production 
of bullion, and the production of other things would, in some 
measure, be abandoned for a while. Suppose that one can 
now obtain for nine ounces of gold the same quantity of goods 
as could formerly be obtained for twelve ounces of that metal, 
notwithstanding that gold had shared in the general lessening 
of the effort of production. This would move many entre- 
^reneurs to withdraw their capital from agriculture and industry 
and transfer it to gold-mining. This migration of capital 
would continue until all goods had recovered their former 
value. 

The following calculation will show how it is possible for 
money wages to rise in the case here assumed. A manu- 
facturer, who employs 100 workmen, formerly obtained a pro- 
duct, which, after the money value of the raw material had been 
deducted, realised £4,000. Out of this sum he paid to each of 
his workmen £30, or in all, £3,000 ; the balance he retained 
as remuneration for his services as entrepreneur, and as interest 
on the capital with which he worked. At present he is 
able to obtain a larger product from the same quantity of 
raw material ; the returns of his undertaking are increased by 
25 per cent., let us say. He is now in a position to increase 
the wages of his workmen by 25 per cent., and himself to 
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enjoy 25 per cent, more than he did before. What makes an 
increase of the money wage possible, is the fact that while a 
larger quantity of products is obtainable with the same amount 
of effort, the money f rices of those products have not fallen. 

Let us now modify our hypothesis. Suppose the increased 
returns of production to be confined to goods strictly so called, 
and not to apply to money. What will now happen is 
the reverse of that just described : all money prices will fall, 
whereas wages will remain unchanged. Entrepreneurs will 
obtain more products, but owing to the lower prices which 
their products fetch, the pecuniary results of their undertakings 
will remain unchanged, so that they will not be able to 
increase their expenditure. Nevertheless, the workman will 
gain as much in this case as in the last, for he will get far 
more in the shape of enjoyments out of his wages. 

Whether the advantage which accrues to labour from 
increased returns of production will take the one or the oljier 
of these forms, will depend on whether those increased returns 
do or do not extend to the production of money. If the 
cost price of money be reduced in the same proportion as 
that of all goods, the ratio of exchange between money and 
goods will remain exactly the same, and money wages will 
go up. But if the increase in the returns of production be 
confined to the goods, prices will fall and money wages will 
remain at their old level. It is also conceivable that a rise in 
money wages should be coincident with a fall in prices. This 
would occur if the lessening of the effort of production were 
not so great in the case of money as in the case of goods. 

From our demonstration concerning the labour price it 
may be inferred that this conclusion has a wider bearing than 
would appear at first sight. Even in countries which acquire 
their bullion by commerce, bullion has a cost price— is acquired 
by production. The cost price in this case is represented by 
the quantities of labour and capital that have to be applied in 
order to produce the goods in exchange for which the bullion is 
supplied from abroad. What has already been said may be 
expressed in other words thus: By means of 1,000 days of 
labour, applied with the aid of a certain amount of capital, as 
much goods can be produced as are needed for the purpose of 
bringing into the country 1,000 pennyweights of pure gold 
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(wortk about £212 at the Mint). The cost price of a penny- 
weight of gold, or is, 3d., will therefore consist of a day’s 
labour of a particular kind, together with the employment of a 
certain quantity of capital for the space of one day. If a 
lessening of the effort of production were now to take place 
in respect to goods of every kind — therefore, also, in respect 
to all articles of export — the cost price of money would 
also be reduced. We cannot, indeed, be sure that it would 
be reduced in the same proportion as the cost price of goods, 
for it is possible that owing to a larger number of articles 
being placed on the foreign market, less bullion may be 
received per article than before by the coimtry so placing 
them ; but that money will depreciate, that money prices v/ill 
not fall proportionately to the reduction in the effort of 
producing goods, there can be no doubt. Consequently, the 
money wage will also be seen to rise under these circum- 
staOjCes. The income of the labourer will be larger, not 
because he will be able to procure more things for his money, 
or, at least, not for that reason alone, but either solely or more 
especially because he will receive more money for his labour. 

What would happen in the event of a general lessening 
of the effort of production being really succeeded by a pro- 
portionate fall of all money prices in a country which imported 
its bulhon ? The imports of such a country would decrease, 
and its exports increase. As a result, the balance of pay- 
ments would change, gold and silver would flow into the 
country ; and this would continue until prices had risen to a 
point at which the normal relation between exports and 
imports had once more been restored. 

II. We will now give an example of a change in wages 
due to causes having nothing to do with the labour price. 
Suppose that certain classes of goods, of which a country is in 
the habit of importing large quantities, become redundant — 
consequently cheaper — abroad. It is quite conceivable that 
this will reduce the labour price abroad ; but it will not cause 
the labour price in the country of which we are speaking to 
rise. The only effect of the occurrence will be that the 
imported goods wiU cost less money ; and if those goods 
are such as the labourer is in the habit of procuring, then 
he will get more enjoyment from his wages. 
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III. Probably all that is necessary in the way of explana- 
tion has now been said with reference to the foregoing ; but an 
increase of wages, when it is due to the growth of capital, and 
consequently takes place at the expense of interest, gives rise 
to certain complications. If the proportion in which capital 
and labour respectively contribute towards production were 
the same for all commodities, an increase of wages, having its 
origin in a fall in the rate of interest, could never manifest 
itself otherwise than by a rise in the money wage. But we 
know that this condition is not fulfilled. Some things require 
much capital and little labour, others little capital and 
much labour, for their production. The result of this 
difference is, that whenever labour becomes dear owing to 
capital being obtainable at a lower rate of interest, the pro- 
duction of the one article wiU yield special profits and will 
consequently increase, while that of the other will become less 
advantageous and will consequently diminish. The effeqt of 
this must manifest itself in a rise of the money prices of 
things which require relatively much labour, and a fall in the 
money prices of things which require relatively much capital to 
be employed in their production. But high prices reduce sales, 
and low prices increase them. Therefore, the demand for 
things which cost much labour will be seen to slacken some- 
what, and that for things requiring the employment of much 
capital to be stimulated. International trade also will be 
affected by the change which has come about in the relations 
of prices ; there will be less demand and a greater supply 
abroad in the case of things which cost much labour, while in 
the case of things which cost much capital there will be a 
shorter supply and a greater demand. Owing to all this, and 
to a tendency towards the substitution of capital for labour, 
which will manifest itself, the money wage will not be able to 
remain at the level to which it rose at the beginning; it will 
drop — and interest will rise — ^to a point situated between the 
old and the more recent level. How will labourers now 
enjoy better incomes ? In what form wiU the increase in their 
real wages ultimately manifest itself ? 

In the first place, house rents will fall. If the rate of 
interest has dropped, say, from 5 per cent, to 4 per cent., 
then, in all places where net house rents comprised only a 
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normal rate of interest on the cost of building, those rents will 
drop to the extent of about 1 per cent.^ on the building capital. 
In the next place, the workpeople will benefit by a fall in the 
money prices of many of their necessaries, that is to say, those 
of which the money prices comprise much interest. Lastly, 
the rise in the money wage will enable them to purchase 
more of all those kinds of goods which have neither fallen 
nor risen in proportion to the money wage itself. These 
advantages will, it is true, be diminished by a rise in the 
prices of things that cost much labour ; but as all goods do not 
belong to this class, the labourers can never lose as much as 
they ga-in in the circumstances which we have been supposing. 

To conclude : if the proportions in which capital and 
labour respectively contribute towards production were for all 
articles the same, and if house rent consisted of wages and 
interest in the sanae proportions as the money prices of all 
goods, then the only form which an increase of wages due to 
an increase of capital could take, would be that of a higher 
money wage. In the present circumstances the money wage 
rises indeed, but not to the same extent as would otherwise be 
the case. The advantage of the workpeople lies also in the 
fact that they are able to procure lodging and certain kinds of 
goods on cheaper terms. 

§ 7 

The Value of Money at different Periods. The Method 
of '‘Index Numbers” 

In the preceding section we discussed the value of money 
in different countries at any given time, and we experienced a 
difiiculty arising from the fact that the same article may be 
dear in one country and cheap in another. Now we are about 
to discuss the value of money in one and the same country, 
but at different periods of time, and again we meet with a 
similar, indeed a much more serious, difl&culty. A rise or fall 
of the general level of prices never represents a proportionate 
rise or fall of all prices; some articles will always rise or fall 
more than others ; some will rise while others fall. Now, 

A.'p'pToxiTnat&lyy for tho cost of building will likewise have undergone a 
change. 
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what standard should we apply when conaparing the prices of 
two different periods ? How can we judge, not merely as to 
the fact of a change having or not having taken place in the 
value of money — ^in some cases there can be no doubt on this 
point,— but as to the extent of the change ? How shall we 
find an arithmetical formula to express it ? 

Many hold the view that, in order to do so, we must take 
into consideration the relative importance of each article. If 
tea becomes 25 per cent, cheaper, while meat becomes 25 per 
cent, dearer, then the average price for the two articles 
supposing them both' to have originally cost the same — ^remains 
unchanged ; but any one who used 20 lbs. of meat as against 
1 lb. of tea would have to pay very much more than before. 
Therefore, it is contended, we must not assign the same degree 
of importance to all goods indiscriminately ; we must find out 
how much of each article is usually consumed ; its relative 
importance must be taken into consideration. Various ways of 
doing this have been tried, the most painstaking efforts being 
those of Mr. E. P. Falkker,^ an American statistician. He 
analysed the expenditure of 2,561 ‘‘normal families” in the 
United States. He then found a coefficient for each of the 
223 kinds of goods figuring in his detailed statistics of prices, 
and thus endeavoured to make due allowance for the inequality 
in economic importance of different articles. 

But the effect of changes in prices which do not extend 
equally to all articles is by no means the same for all classes 
of society, nor even for all persons of equal wealth. A classifi- 
cation like Falkner’s can, at best, be applicable to a particular 
group of families having the same wants and living in the same 
way. The American statistician selected “normal families.” 
What are “ normal families ” ? To what class of society do 
they belong ? How many children are there in a “ normal 
faniily”? The “relative importance” of each article must 
necessarily differ as between families differing in point of 
wealth and number of members. How should it be possible, 
then, to express that importance in a formula capable of 
being usefully employed in calculating changes in the value 
of money 1 

^ Wholesale Prices, Wages, and (Wasliington, 1893), Part I. 

pp. 23 et seg. 
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Again, are not those who consider “ relative importance 
confusing two problems ? A distinction must be maintained 
between an occurrence and the effects of an occurrence. 
Whenever more money, or less money, has to be paid for a 
given quantity of sugar, cotton, wheat, or other purchasable 
commodity, than was paid for the same quantity before, 
it shows that the value of money has changed. But how 
does such a change affect the welfare of each individual . 
This problem brings us into a new order of ideas, qmte 
distinct from the first. Falknee’s method, supposing it to 
be correct, would acquaint us with the economic effects of 
changes in the value of money, whereas we are here con- 
cerned with the changes themselves. 

Will it therefore be sufficient for our purpose to possess 
accurate and complete statistics of prices 1 It will, so long as 
we only desire information concerning the fact and the direc- 
tim pi a change in the value of money. Every one knows 
that in the second half of the sixteenth century a considerable 
decline took place in the purchasing power of money. To 
obtain a general idea of this decline, we have only to glance 
at the tables given by Dr. G. Wiebe in his work entitled : 
ZuT Geschichte dev PreisTevolvtion des XVI. und XVII. 
JalrhuTderts?- As a rule, however, we want something more 
than a mere general idea, though even that is frequently 
beyond our reach, owing to the manner in which prices differ 
from each other. W^e want to make an exact calculation in 
order to find out which of the two preponderates, the rise or 
the fall; and to what extent it does so. What method are 
we to apply in making this calculation % Here we encounter 
great difficulties, and it is very doubtful whether those who 
expect tables of prices to yield anything beyond a general idea 
of the direction of a change in the value of money, do not 
expect more than such tables are capable of yielding. 

The most common method of measuring average move- 
ments of prices is that of “ index-numbers,” first applied in 
^Tiglanil. “Index-numbers” are figures of prices given in a 
form intended to show, not the prices themselves, but their 
fluctuations. For example, in the years 1867-77, the 
average price of American Midling Upland cotton in England 


^ Leipsio, 1895, 
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was %d. per pound. If we wish to compare all previous or 
subsequent cotton prices in England with this average price for 
the period 1866-77, we represent the M. by the figure 100. 
The average price for the period 1878-87 was which is 
then expressed by the figure 66*66. Every article included 


in the table is treated in the same way, with the result that 


a very good picture is obtained of the course of each price. 
WiEBE applied this method in the work just mentioned. The 
prices which he represents by the figure 100 are those of 
the second half (partly the last 33 years) of the fifteenth 
century ; compared with these, for example, prices in Munster 
(Westphalia) in 1661-60 stood at 201 for rye, 173 for 
wheat, 189 for barley, 191 for oats, and 148 for beer. No 
simpler plan than this can be adopted by any one who wishes 
to show the changes in the prices of difierent articles. 

Of the tables relating to more recent times, the best known 
are those of Dr. A. Soetbeer, brought up to the year 1891 by 


Herr Heinz, chief of the Bureau of Trade Statistics of Ham- 
burg ; ^ those of Mr. Sauerbeck, the English statistician,^ and 
those of Dr. F. Kral,^ the Austrian writer. Soetbeer’s 
tables relate to 100 kinds of goods in addition to 14 “ British 
export articles ” ; those of Sauerbeck to 45, and those of 
Kral to over 265. Mention may also be made of the index- 
numbers published annually by The Economist, the well-known 
English weekly journal ; but these refer to 22 articles only 
—amongst which cotton figures no less than four times ! All 
these tables deal exclusively with prices of articles of com- 
merce, none of them containing any information concerning 
prices of labour, land, or houses. 

If these tables confined themselves to giving a separate 
index-number for each article, nothing would be less objection- 
able. But they usually give something more ; they give 
average index-numbers. With Soetbeer and most of the 
others those averages are reckoned in the simplest way. The 

^ Materialien zur Erlduterung und Beurtheilung der wirthschaftUchen 
Edelmetallverhdltnisse und der W dhrungsfrage, Berlin, 1886. Particulars as 
to tlie method of compilation are contained in De Economist of 1894, pp, 557- 
660. 

2 See article by this author in The Economic Journal of 1895, pp. 161-174. 

^ Oeldwerth und Preisbawegung im Deutschen Beiche, Jena, 1897, 


382 


ECONOMIGS 


PART I 


Slim of the index-mimbers in each year is divided by the total 
number of articles. Those who have deemed it necessary to 
take the ‘‘ relative importance ’’ of the goods into consideration, 
have multiplied each index-number by a figure intended to 
represent this importance,” but they too have finished their 
calculation by adding and dividing. Jevons, in a pamphlet 
written in 1863, entitled, A Serious Fall in the Value of 
Gold ascertained, also gave averages, but in calculating them 
he adopted a different method— the geometric in place of the 
arithmetic. It is by no means certain, however, that the 
system of averages furnishes results that can be depended upon 
for the purpose here in view ; opinions differ on the subject. 
To say all that there is to be said upon this matter would 
take us into much detail, and this is scarcely necessary. 
Even though it could be shown that the system of average 
mdex- numbers was correct in principle, it would still be 
questionable whether, for the purpose of estimating changes in 
the purchasing power of money, it is possible to rely on such 
averages as have been supphed to us ; for the best of the 
tables of prices on which any of these averages are based — and 
those of SoETBEER and Sauerbeck, but more especially the 
latter, may be regarded as the most accurate — are the very 
ones which are the least complete. 

Except for the purpose of affording a very general idea 
of the course of prices — ^which they always do in the case 
of great changes in the purchasing power of money — statistics 
of prices should only be consulted for the purpose of ascertain- 
ing the movements of the prices of different articles. And 
it is precisely those movements which, when compared with 
each other, are generally of most interest to us. We have already 
alluded to 'Wieb'e’s Geschichte der Preisrevolution des XVI. und 
XVII . Jahrhunderts, a work which comprises the whole of the 
information collected by Eogers and D’Avenel with reference 
to prices in those centuries, in addition to a large quantity of 
data extracted by the author himself from German records. 
From this work it appears that in the sixteenth century corn 
was certainly cheaper than at the present day, but not nearly 
so much cheaper as were animal foods. Thus, in the bishopric 
of Munster, between 1531 and 1540, rye was worth, in English 
money of the present day, about 2^. Id., and wheat about 
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25. 4JcZ. per bushel. > On the other hand, a fowl could be 
purchased for 2c?., one pound of butter for 2Jc?,, 100 eggs 
for 11^., and a fat ox for £2:55. Similar prices ruled in 
England, where between 1661 and 1570 a bushel of 
wheat cost I 5 . 10c?., a pound of beef about l-|c?., a fowl 
about the same, a pound of butter about 3c?., and 100 eggs, 
25. 10^?. (A pound of sugar cost M.) In France, between 
1531 and 1540, wheat cost about I 5 . 10c?. per bushel; butter, 
2d. per pound. What do we gain by computing averages 
from such prices ? Not to show the details is to withhold 
the very information which is most worthy of our attention, 
and nothing more should be attempted than to show the 
details. 

Among these details, wages should occupy a prominent 
place. The prices of former days have no meaning for us, 
unless they are brought into relation with money wages. 
Concerning these Wiebe gives much information in the work 
already cited. He tells us, for instance, that the daily earnings 
of a journeyman carpenter in Munster, about the period 1531- 
40, were 8|c?. in summer and 5|c?. in winter, without board ; 
that in Alsace, about 1526-50, they were 8Jc?. and 6|c?. 
respectively ; and that in England, in the period 1531-40, a 
carpenter was usually paid 9|c?. per day; these figures agree 
fairly well with those given by Professor J. P. Blok as the 
wages of carpenters in Leyden in 1620 and 1560.^ Data 
concerning wages also serve to complete those which we 
possess concerning prices. They help us to determine whether 
the purchasing power of money has changed ; but, like tables 
concerning prices, they give us no accurate information as to 
the extent of such changes. 

It has always been an obstacle to comparison between the 
prices of the present and those of the past, that many articles 
which now figure as important items in almost everybody’s 
expenditure were formerly not heard of, such as tea, coffee, 
tobacco, petroleum, daily papers, telegrams, stamps, post-cards, 
railway and tramway tickets, etc. ; while, on the other hand, 

^ Eene HoUandsche Stad onder de Bourgondisch-Oostenrijksche heerschappij 
(The Hague, 1884), p. 399. The wages there stated are 4^ stuivers per day. 
The florin of 20 stuivers (now 9*45 grammes) contained 19*27 grammes of 
silver in 1520, and about 17J grammes of silver in 1550. 
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certain things now only to be met with in museums and 
fj'Qjiosity shopSj such as arms and accoutrements of various 
kinds, were formerly in constant demand. But this obstacle 
loses its importance in proportion as we con(^uer the desire for 
an accurate measure of the value of money in former times, and 
content ourselves with what has here been recommended. 

§8 

Changes in Prices caused by Redundancy and 
Scarcity of Money 

When a change takes place in the purchasing power of 
money, and when this change has been ascertained — ^in so far 
as it can be ascertained,--there still remains the question as to 
its cause. Is this to be sought in the goods or in the money ? 
Statistics will never enable us to obtain an answer to this 
question. It is true that where a change in price extends 
over a large variety of goods and practically to all kinds of 
wages, the cause is supposed to be resident in the money ; but 
we caimot be certain of the correctness of this supposition. 
It may be that technical improvements have taken place, 
and that they have taken place in such a number of trades 
simultaneously as to have caused a lessening of the effort of 
production for all the articles of which the price? have fallen. 
In the case of an advance in prices, there is greater probability 
of the cause being resident in the money. There would, how- 
ever, be reason for doubting whether the almost universal 
advance in prices observable after the year 1550 could be 
rightly attributed to changes in respect to money, did we not 
know that, just about that time, imports of silver from America 
began to assume very considerable proportions, and that the 
anmifll production of silver in Europe rose to about 40 per 
cent, higher than it had been at the beginning of the sixteenth 
century.^ It is seldom possible to trace the cause without 
much reflection. If inconvertible paper money were to be 
issued in Holland, and gold, after a certain time, commanded 
a premium of 50 per cent., any fall in prices which took place 


Cf. WiEBE, op. cit pp. 268 and 270. 
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after the issue would be rightly attributable, of course, not to 
scarcity of money, but to causes resident in the article of 
which the price had fallen. And if, instead of happening in 
one small country, this were to have happened in a numerous 
group of large countries, there would be still greater probability 
of the article having fallen, and not of money having risen; 
for an excessive issue of paper money causes the standard 
metal to become redundant. But the problem is hardly ever 
so simple as in these two cases. For the past twenty years 
animated discussions have been taking place as to whether 
equilibrium between supply and demand in the matter of 
gold has been destroyed in our time; as to whether, con- 
sidering growth of population, extension of the area over 
which the gold standard is applied, and increase in the use of 
articles of gold, that metal is being produced in sufficient 
quantities. Many maintain that it is ; many, that it is not ; 
and both sides adduce such arguments as any unbiassed judge 
is bound to respect. 

Great as the difficulty of solving such problems is generally 
admitted to be, it cannot fail to appear still greater to us, 
since we know that no formula can be found for measuring 
changes in the purchasing power of money. The question to 
which we have referred calls not only for statistical, but also 
for economic investigation. In the first place, we have to 
ascertain whether^ and if so, how far, purchasing power of 
gold has increased ; then, if it really has increased, we must 
find whether the cause of the increase resides in the gold 
itself, or in the goods. Those who believe in average index- 
numbers as affording sufficient information on the first point, 
will proceed to deal with the second as soon as they can obtain 
a table showing that those numbers have had a downward 
tendency during the past twenty years. Those, on the other 
hand, who have but little faith in average index-numbers, 
stand perplexed already at the fixst question. They see that 
many prices have fallen, and that many others have risen, but 
neither from the one nor from the other can they deduce any- 
thing as to the purchasing power of gold. 

We will now endeavour to find the method which ought 
to be applied in order to discover whether the cause of a 
change in prices is situated in the goods or in the monejr. 
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It is not only in respect to general changes m prices that this 
question arises; it may equally weU arise in respect to any 
particular kind of goods. Wheat has become cheaper m our 
time ; that is to say, the ratio of exchange between wheat and 
gold has become less favourable for wheat, more favourable 
for gold • is this to be explained by occurrences having refer- 
ence to the wheat, or to the gold, or to both ? It seems to us 
that the least untrustworthy method for solvmg such problems 
is the method of residues. It has been applied, though not 
formulated, by W. A. Wells, the American writer, in his 
work entitled Recent Economic Changes^- In order to ]udge 
whether there is scarcity of gold, he traces the course of 
diff erent prices and endeavours to explain each by causes 
independent of money. This he thinks he succeeds m domg 
in every case. He then arrives at what he considers the 
obvious conclusion, that there is no scarcity of gold. Had he 
not. succeeded in obtaining a complete explanation in the case 
of every article, had he met with an unexplained residue in 
regard to any fallen price— that is to say, a reduction in price 
that could not be explained by occurrences related to the 
article — ^he would have been obliged to look for a cause 
resident in money. 

We regard this method as being the least untrustworthy, 
and that is about the best that can be said of it. We will 
verify this contention by applying the method to an actual 
occurrence. Since 1872, the price of silver, as expressed in 
gold, has decreased by one-half.^ We want to know whether 
by any chance the cause of this depreciation lies exclusively 


^ London, 1890. 

2 The gold-price of silver in London is expressed in pence per ounce troy, 
-III fine. The following table shows the course of prices since 1851 : — 


Price of Silver per ounce troy-weight. 



Lowest 

Highest 


Lowest 

Highest 


Quotation. Quotation. 
d. d. 


Quotation. 

d* 

Quotation. 

d. 

1851-55 . 

. 60 

62| 

1881-85 . 

. 47i 

52-1 

1856-60 . 

. 60i 

62f 

1886-90 , 

. 41f 

54-1 

1861-65 . 

. 60J 

62J 

1891 

. 43J 

48i 

1866-70 . 

. 60 

62i 

1892 

. 37J 

43| 

1871-75 . 

. 56J 

m 

1893 

• 30J 

38f 

1876-80 . 

. 46i 


1894 

. 27 

31i 
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witli the silver. In order to do so we first draw up a table 
showing the annual production of that metal. This, so far as 
can be ascertained, has been as follows : — 

Kilogrammes. Kilogrammes. 

1851-55 . 886,115 1881-85 . 2 , 778,071 

1856-60 . 904,990 1886-90 . 3 , 472,163 

1861-65 . 1 , 101,150 1891 . 4 , 479,649 

1866-70 . 1 , 339,085 1892 . 4 , 730,647 

1871-75 . 1 , 969,425 1893 . 5 , 031,799 

1876-80 . 2 , 450,252 1894 . 4 , 637,531 

Our next step is to ascertain whether silver is now being 
used more extensively than before as currency. The reverse 
appears to be the case ; since 1872 silver has not been used 
as a standard metal in any highly civilised country. It is 
true that between 1878 and 1893 the United States still 
purchased and coined large quantities of silver ; but since 
October 31st, 1893, they have ceased to do so, and in ^he 
same year the coinage of silver was stopped in British India. 

We might now be disposed to regard the course of silver 
prices as being fully explained by the course of events ; we 
find it to have been exactly what was to be expected. From 
an average of 1,339,000 kilogrammes per annum between 
1866 and 1870, we find the production of silver increasing 
to 2,338,000 kilogrammes in 1877, while the price, which 
ranged between 60(Z. and 62|d. per oz. in the former period, 
falls so as to range between 53|d!. and 58|c?. in 1877. The 
coinage of silver then begins in the United States, creating 
an annual demand for 670,000 kilogrammes, while the pro- 
duction gradually rises to 2,746,000 kilogrammes ; the price 
now falls, but not very much, viz. from an average of 62xW« 
in 1878 to an average of 60fcZ, in 1884. Again, production 
takes an upward leap. In 1885 we find it has reached 
2,993,000 kilogrammes ; in 1888, 3,386,000 kilogrammes ; 
in 1890, 4,180,000 kilogrammes; and in 1892, 4,700,000 kilo- 
grammes ; but, as we should expect, the fall in price becomes 
considerable; thus from an average of SOfcZ. in 1884 the 
price descends to 48 Jd. in 1885, 42^^^. in 1888, and 39|(?. 
in 1892; and in 1893 (with a production of about 5,000,000 
kilogrammes), when the British Indian and United States 
mints were closed to silver, we find a positive coUapse. In 


388 


ECONOMICS 


PAKT 1 


that year the average price was 35A(^-j following 

year 28i^d. But the low price checks production, which, in 
1894, we find to be less than in 1892 ; the price now re- 
covers to the extent of a few pence. What more remains to 
be explained ? it may be asked. If, in addition to the causes 
named, some other cause had been at work, some cause 
resident, not in the silver, but in the gold, a much greater 
fall would have been observable in silver. There is no un- 
explained residue whatever, so that scarcity of gold is out of 

the question. . _ 

Unless we are mistaken, the method of residues, as applied 
to an economic subject, shows itself here at its best. The 
conclusion seems convincing. But is it quite convincing ? 
The reason why an explanation seems satisfactory may lie in 
its excellence, or in our ignorance or over-readiness to accept 
what appears to us to be a satisfactory explanation. Suppose 
we .knew nothing about the changes which have taken place in 
the price of silver since 1872, would the figures which were 
given above relative to production and demand enable us to 
draw up an accurate statement of the course of prices ? All 
we could say for certain would be, that silver must have fallen, 
especially since 1892 ; we could say nothing as to how far it 
had fallen. How can we be sure, then, that there is no un- 
explained residue ? All that we can be sure of is that we are 
unable to observe it, and our inability may be due to our 
limited knowledge. The method is certainly useful, but it is 
not to be absolutely depended upon ; so that its result should 
never be regarded as other than provisional, and requiring 
careful verification. In applying this method the utmost care 
must be exercised lest any unexplained residue, which might 
have been discovered by investigation, should escape us. 

There is another reason why extreme care must be 
exercised in this matter. Occurrences which have a bearing 
upon money may exert an influence upon the demand for 
goods, and also upon the supply of goods. When this is the 
case, we shall always discover, as the direct cause of a movement 
of prices, some disturbance of equilibrium in respect to the 
article that has fallen in price ; whereas the real cause will 
have been some occurrence related to money. We could give 
a great many instances of this, but one — a very telling one — 
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will suffice. When practically every one in Australia who 
could do so was rushing to the gold-fields, a falling-off in the 
production of the necessaries of life took place, and these 
became excessively dear. They had to be purchased from 
Europe with gold ; in fact, at one time it paid to import 
wooden beams from Sweden. Thus in Australia itself there 
was diminished supply, and in Europe increased demand, and 
both were caused by the Australian gold industry. 

The best way in which we can verify results obtained by 
the application of our method, is to ask ourselves whether they 
can be accepted in the light of what is known as to the 
operation of certain causes which exercise an influence upon 
prices. The further our knowledge extends in this direction, 
and the more accurate it is, the less danger will there be of 
our falling into error. In fact, one of the best means of 
verification is a sound theory of prices. The chief materials 
for the construction of such a theory are contained in^the 
present section ; a few only are wanting. What follows is 
intended to complete our theory, and at the same time to 
bring a stronger light to bear on certain matters with which 
we are already acquainted. 

We have seen that one of the chief causes of popular error 
in questions of economics is the failure to recognise the simple 
truth, that effects which are in mutual conflict destroy each 
other. The population increases ; this by itself would tend to 
make wheat dear as compared with labour ; but instead of 
becoming dear it becomes cheap. This has been regarded 
as disproving the proposition that increase of population 
makes wheat dear. The same defective logic has given rise 
to erroneous views as to the relation between prices and 
increase of money. Money became redundant, and yet prices 
did not rise. This has been made a reason for denying that 
redundancy of money enhances prices. Or, rather, the truth 
of this theory has not been denied, but the redundancy has, 
although the fact of its existence was palpable. 

As a matter of fact, the noticeable effect on prices produced 
by increase of money has sometimes been very slight. In the 
year 1831, the aggregate yearly production of gold— so far 
as known — only amounted to £2,760,000. About 1850, gold 
was discovered in California and Australia, and at once the 
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production went up to ten tinaes what it had been during 


the period 1831-40 : — 

Annual Production 

Years. 

of Gold. 

£ 

1851-55 

27,417,000 

1856-60 

27,833,000 

1861-65 

25,417,000 

1866-70 

26,833,000 

This was followed by a 

reduction, it is true ; the annual pro- 

duction of gold from 1871 to 1885 is estimated to have been 
as follows : — 

Annual Production 

Years. 

of Gold. 

£ 

1871-75 

23,917,000 

1876-80 

23,750,000 

1881-85 

21,000,000 


For the year 1883 we find as low a figure given as 
£19,9175000. But just about that time gold was discovered 
in South Africa, and in the years 1885 to 1894 the pro- 
duction of Australia, Tasmania, and New Zealand increased by 
50 per cent.^ Owing to this and other causes the world’s 
gold production in 1894 reached the unprecedented figure of 
£37,500,000. We may assume that it now (1896) amounts to 
about half as much again as it did a quarter of a century ago. 

But it still remains an undecided question whether, in 
the twenty years immediately following 1850, any noticeable 
efiect on prices can be traced to this enormous increase in the 
production of gold. In 1872 and 1873, owing to special 
causes, a strong rise in prices took place, but it was of a very tem- 
porary character and was succeeded by a great fall. As regards 
the increase — ^practically the doubling— of the output of gold 
after 1883, it is quite certain that no efiect on prices has been 
felt from it to this day. We now want to show that such 
things as these must not awaken doubt in our minds as to the 
correctness of the theory which declares that money is an 
ordinary article of merchandise, the value of which is determined 
by the same causes as those which determine the value of all 
commodities. 


^ According to the Report of the British Mint for 1894, p. 146. 


CHAP. VII 


ON PRICE 


391 


It must be borne in mind that the world’s stock of gold coin 
is very large ; and just as the addition of a quantity of water 
has little effect on the level of a pond if the pond is a large 
one, so also must the effect of gold production on prices be 
slighter, the larger the amount of gold money in existence. 
And in this case the pond is much larger than it appears. 
Presently, when we are passing the various monetary systems 
in review, we shall come across a kind of silver money which 
fulfils a peculiar role, corresponding in some measure to that 
of divisionary money. The Dutch rix-dollar is of this kind ; 
its value is not determined by the quantity of silver which 
it contains, and by the price of that metal in the world 
market; the rix-dollar represents gold, performs the function 
of gold. This silver money performing the function of gold 
must be included. For instance, according to the most recent 
figures available the stocks of bullion and specie in Holland 

are as follows : — # 

£ 

Gold ..... 3,965,000 

Silver and divisionary money . . 11,801,700 

Total . 15,766,000 

If gold to the value of £1,000,000 were to be imported, 
coined, and put into circulation, it would be necessary, in 
estimating the importance attaching to the fact, to consider 
that sum in relation, not to the £3,965,000, but to the 
£15,766,000. A Dutch authority ^ has estimated the amount 
of gold in Europe, the United States, and Australia at 
£696,000,000, but he estimates the quantity of silver per- 
forming the function of gold at no less than £420,000,000 ; 
which shows how important it is not to omit this class of 
money from our calculations. Since the importance attaching 
to the gold production of any time is to a great extent 
determined by the magnitude of the stock to which the new 
gold is added, it is necessary that we should be correctly 
informed as to that magnitude. 

There are still other factors which explain the course of 
prices in this second half of the nineteenth century. The sup- 
ply of gold increased considerably, but so also did the demand. 

^ G. M. Bossevaih, LeprobUme monetaire et sa solution (Paris, 1894), p. 78. 
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The consumption of gold for industrial purposes must have been 
increased very much by the increased wealth of the population. 
SoETBEEB estimated it in 1886 at about £12,500,000 per 
annum, ^ a figure which we may very well accept when we 
remember that, according to official returns, the annual con- 
sumption of gold for industrial purposes in Holland between 
1872 and 1890 was about 11|(Z. per head of the population.^ 
Furthermore, the area over which the gold standard is applied 
has been growing steadily since the commencement of the 
imports of gold. Lastly, and this is perhaps the most 
important of all, the effort of production has been reduced in 
the case of a great many different kinds of goods during the 
second half of the nineteenth century. Existing inventions 
have been more extensively applied, or have been improved; 
means have been found for effecting great economy in the 
consumption of coal ; above all, railways have been built, at 
first almost exclusively in Europe, but afterwards in other 
continents as well. Money wages have risen in countries 
having the gold standard, from which it may be concluded 
that the labour price also went up. But for a number of 
articles the diminution in the effort of production was greater 
than this rise. When we take all these things into considera- 
tion, we find the increasing production of gold to have been 
one of the many causes which have influenced prices. Had 
it operated singly it would have raised them, but it did not 
operate by itself. 

We will give a second example of an increase in money 
having no appreciable effect on prices. In British India, where 
the silver standard in its most rigid form was in operation up 
till 1893, no rise in prices and wages at all proportionate 
to the fall in the gold price of silver in London has been 
caused by the extensive importation of silver in recent years. 
This is another phenomenon which is not always properly 
understood. Many have regarded it as affording clear proof 
of scarcity of gold ; almost the whole of the depreciation of 
silver prior to the year 1893 is supposed to be traceable to 
causes related to gold. But this can scarcely be reconciled 

^ MaUrialien^ p. 38. 

^ Bijdragen tot de JStatistieh van Nederland (uitgegeven door de Centrale 
Commissie voor de Statistiek), vol. ii. p. 38. 
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. . . . 

y" with the facts cited in the previous section with reference to 

silver production and the demand for silver ; then how is the 
phenomenon to be explained ? It is another instance of causes 
operating in contrary directions. The chief articles of export 
from British India (besides opium) are cotton, jute, rice, wheat, 
seeds, tea, and hides. All these articles have decreased in value 
in the world market, some of them very considerably. Accord- 
ing to Sauerbeck’s tables, their course has been as follows : — 



1867-77. 

1878-87. 

1885-94 

1893. 

1894 

Fair Surat cotton in pence 






per pound 

6| 

4i 

O 9 

o 9 


Jute in £ per ton 

19 

15 

13 

13 

12i 

Rice in shillings per cwt. 

10 

8 

H 

6J 


Wheat „ „ quarter . 

54J 

40 

30} 

2^ 

22i| 

Linseed „ „ „ 

60 

46 

41 

42 

38 

Tea (common Congo) in pence 





1 ^ 

per pound 

Hi 

6i 

5 

5| 


Dry hides in pence per pound 

9 


6} 


5i 


It is upon cotton more especially that we must fix our 
attention if we want to understand what took place in British 
India. In the period 1857-61, the annual exports of cotton 
from that peninsula amounted to £4,561,000 out of a total 
export trade of £28,717,000. Then came the American 
Civil War, causing cotton prices to go up very considerably. 
The average price of Indian cotton (fair Surat) in Liverpool 
was 6x\d. per pound in 1861, but in 1862 it was IS-ld!. ; 
in 1863, lOJd. ; in 1864, 21|c^. ; and in 1865 it still stood 
at 14Jd. The value of the cotton exports from British India 
rose to 10, 18, 35, and 37 millions of pounds sterling in those 
years respectively ! Let us recall what was said above with 
reference to the labour price : how, in each country, it maintains 
, a relation to the ratio of exchange between that and other 

F countries. What happened in India, therefore, was that her 

ratio of exchange underwent a marked improvement, that a 
cause originated, the tendency and the efiect of which was to 
raise the labour price in India considerably. But all this was 
temporary. In 1868 the average price of cotton fell to SfcZ., 

I ' 
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in 1876 to M,, and subsequently it fell still furtbetj wliile tbe 
prices of other important articles of export were also reduced. 
Had this fall operated alone, a general fall in prices and 
wages in British India would have been observed ; but it did 
not operate alone, a fall in the price of silver in the world 
market taking place at the same time. Thus two tendencies 
were operating in contrary directions. The result was that 
Indian prices and wages expressed in silver underwent scarcely 
any change. The tendency of the depreciation of the articles 
of export was to depress prices and wages ; that of the deprecia- 
tion of silver was to make them rise, and the one force proved 
practically as strong as the other. It was as if bodies of about 
equal weight had been placed, one on each side of a pair of 
scales ; equilibrium was practically preserved. 

An important question bearing upon the subject in hand 
is that of the manner in which the purchasing power of money 
is affected by the use of bank and Government notes. Here 
it will be only our task to dispel an error — one which is very 
common even among those who have made a study of such 
questions. It is agreed that only certain issues of paper 
money affect the demand for gold and silver ; but there are 
many who would make convertibility the test, and who hold 
that the demand for gold and silver will or will not be 
affected by a paper issue, according as there may or may not 
be any difficulty in converting the paper into coin. But con- 
vertibility has nothing whatever to do with it ; it all depends 
on whether the issue is covered by a metallic reserve or not. 
Only uncovered notes supply the place of gold and silver, but 
all uncovered notes do so, whether they be convertible or not. 

We know that there are three ways by which a bank puts 
notes into circulation : it issues them in exchange for gold and 
silver, or in credit operations, or in purchasing stocks and 
bonds. These, at any rate, are the three principal ways. A 
bank also issues notes when it causes office premises to be 
built, or when it pays salaries ; but the amount of notes put 
into circulation in these ways is comparatively insignificant. 
The balance-sheet of a bank which is only a bank of issue is 
the simplest thing imaginable, except where, as in England, 
the law has enacted intricate rules, under which the bank is 
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prevented from using its own discretion in tte matter. Up 
till 1864 it was not the practice of the Netherlands Bank 
to publish in its balance-sheet any figures other than those 
showing the amount of its stock of bullion and specie and 
its note circulation.^ The amount paid out in loans and dis- 
counts did not appear, but the figure could be easily calcu- 
lated ; for it is only by using its own capital and by issuing 
notes that a bank of issue can engage in credit operations. 
In order, therefore, to calculate for how much the bank had 
drawn on sources other than its own capital for the purpose 
of granting loans and discounts, one had only to find by a 
sum in subtraction for what amount the bank had issued notes 
in excess of its metallic reserve. It was only the deposits 
that complicated matters a little. The Netherlands Bank is 
not a bank of issue alone, it is also a bank of deposit ; and 
consequently a part of its notes return to it, in this way, that 
certain persons or institutions are credited in its bookj to 
the amount of those notes. Deposits should be regarded as 
bank notes. They are sometimes not inaptly termed '' notes 
belonging to the public and held by the bank at the disposal 
of their owners.’’ 

The main object of this demonstration is to prove that 
the two following totals are identical : (a) uncovered notes and 
deposits, and (b) advances, discounts, and stocks or bonds 
purchased by bank out of sources other than its own share or 
reserve capital. Later, when discussing foreign exchanges, we 
shall take this for granted, and use it as a basis for various 
considerations concerning currency and credit. 

To return to the question of the influence of the bank note 
upon the demand for metallic money. So long as a bank 
issues notes to those only who bring it bullion or specie, its 
proceeding is similar to that of a warehousing firm when 
giving receipts for goods entrusted to its care. But when it 
grants loans, discounts bills and promissory notes, or purchases 
stock — ^in excess of its share and reserve capital — ^it increases 
the quantity of currency. Now, either the public does, or 
it does not, require a larger supply of currency. If it does, a 
demand, which would otherwise have been met with gold and 
silver, will have been met with uncovered paper. If it does 


^ Besides the deposits, of which we shall have more to say presently. 
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not, a quantity of gold corresponding to the uncovered notes 
issued by the bank will leave the country. In either case the 
efiect of the issue is unmistakable ; it is precisely when its 
convertibility is perfect that the uncovered bank note does its 
work most quickly and completely. 

To illustrate this we subjoin a typical balance-sheet of a 
bank of issue pure and simple : — 


Liabilities. 

Share and reserve capital 

£2,000,000 

Notes in circulation £20,000,000 


£22,000,000 


Assets, 

Moneys outstanding 
on loan and dis- 
count . 

Stocks and bonds 
Gold reserve . 


£ 11 , 000,000 

1 , 000,000 

10 , 000,000 

£22,000,000 


If the bank were to increase the amount of its loans and 
discounts by £2,000,000, thus issuing more notes at a time 
when trade was not such as to call for any increase in the 
quantity of currency, a redundancy of money to the extent of 
£2,000,000 would result, and this redundancy would have to 
be got rid of in some way. The simplest way of getting rid 
of it would be for the public to offer notes to that amount 
in exchange for gold coin or bullion, and to export the metal 
so obtained. When discussing foreign exchanges we shall 
show that an incentive would arise for the adoption of this 
course. The note circulation of the bank, after having been 
temporarily increased to £22,000,000, would then be reduced 
to its original figure again; nevertheless, an important change 
would appear in the balance-sheet of the bank : the un- 
covered circulation previously amounted to £20,000,000, less 
£10,000,000, but now it amounts to £20,000,000, less £8,000,000. 
Uncovered paper has taken the place of gold, and it is pre- 
cisely by reason of its convertibility that it has done this so 
speedily. 

A redundancy of money would have resulted just the same 
if the notes had been inconvertible at the time when the bank 
increased its credits. The public would then have made an 
effort to collect gold out of the money in circulation. If it 
succeeded in this without any diflS.oulty, the gold would be 
exported as before, but we should also have another proof that 
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tlie effect of tlie uncovered bank note was in no way increased 
by its inconvertibility ; and the proof would be more con- 
vincing still if the public failed in its effort to collect the gold 
from amongst the money in circulation. The disappearance 
of the redundancy would then be brought about by the 
depreciation of the bank paper, so that while, nominally, the 
value of the bank’s note circulation would still remain at 
£22,000,000, its real value, its value measured by gold, would 
be less. From this it will be seen that the doctrine which we 
are refuting is even further from the truth than it seems at 
first sight. According to that doctrine, it is only inconvertible 
paper that affects the demand for metallic money ; the truth, 
however, is that such paper, being liable to depreciation, some- 
times has less effect than convertible paper on that demand. 

What has just been said with reference to deposits will 
sufl5.ce to show that they differ from bank notes only in form. 
Commercial usages are not everywhere the same. In some 
countries people prefer to keep their cash in their own 
houses or ofi5ces ; in others, they prefer to entrust it to the 
care of a bank. This difference is not unimportant, but it 
possesses no significance in relation to economy in the use of 
metallic money, which economy can be effected in a variety 
of ways. There are other substitutes for money besides bank 
and Government notes. 

Instead of stopping to discuss this, we think it preferable 
to show the practical importance of one of the conclusions 
which we have now reached. Eedundancy of money (using 
that word in the widest sense) causes money to depreciate ; 
this proposition may be reversed, by saying that depreciation 
of money proves money to be redundant. When gold fetches 
a premium as against paper money in a country where gold 
is the standard metal, it proves that there are more notes in 
circulation than are required. When the divisionary money 
or the silver token coinage of such a country is not worth as 
much as it should be worth, in relation to gold, it proves 
that an excessive quantity of one or other of the two former 
kinds of money has got into circulation. Two remedies are 
possible, according to the circumstances : one is, to restrict 
the circulation of the money that has become redundant ; the 
second is, to get rid of some other kind of money, so as to 
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make room for the former. But one of these two remedies 
must be applied if the evil is to be overcome. 

These simple truths are repeatedly denied, or else they 
are forgotten. Yet it can be shown that no banking or 
monetary policy based upon other principles has ever resulted 
in anything but confusion. They constitute the essence of 
what is called the Quantitative Theory ; a theory which applies 
to the phenomena of money the general idea underlying the 
doctrine of value, and which therefore asserts that, given the 
same demand— which, itself, may change however,— the supply 
of money determines what the value of money shall be. 

The arguments adduced against this theory are in great 
measure answered by what has been said above. On the 
whole their importance is not very great. People have com- 
piled tables intended to show that in countries with incon- 
vertible paper money, the depreciation has not always proceeded 
pari j)assu with the quantity of such paper in circulation ; but 
the compilers of these tables have forgotten to inquire as to 
what the demand for money happened to be at the different 
periods of time, and as to whether the notes were in equally 
good repute the whole time. Or else people have tried to 
prove that not only the quantity of the money which passes 
from hand to hand, but also the celerity with which it does 
so, should be considered. But the very fact that we speak 
of demand implies that we do take that celerity into account. 
A sluggish circulation causes increased demand for money; it 
is only one of the many factors which determine that demand. 
Moreover, the expression, circulation of money,” though 
quite permissible in most cases, does not indicate the functions 
of money suj0S.ciently accurately to permit of its being used in 
all circumstances. Money does not circulate; it is received, 
retained, or disbursed. When the circulation of money is 
slow, it denotes that those who receive money keep it in 
their safes too long, because they cannot make up their minds 
how to lay it out, or think it unsafe to part with it. Under 
a well-regulated banking system — ^in which we include savings 
banks — all reserve funds, all moneys, of which the destination 
was still uncertain, would be entrusted to banks, which would 
invest them as quickly as possible. A sluggish circulation is 
therefore a faulty expression for an ill-regulated system of 
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banking, or for a system which, though well regulated, is 
not made use of sufficiently, owing to ignorance, habit, or 
groundless distrust. 

This brings us to the end of what we have to say 
concerning value in exchange, a subject which we have now 
examined in all its aspects — ^rent of land, rent of houses, 
interest on capital, profits of entrepreneurs, wages, and prices. 
The question of prices forms, as it were, a link between the 
subject which we have been discussing and that which we 
are about to take up, namely, the theory of money. To 
reflect upon the important problems which arise in connection 
with that theory is of no avail until we have learnt to regard 
money as an ordinary article of merchandise, subject, like all 
such articles, to alternations of redundancy and scarcity, and, 
as regards the fluctuations in its value, subject to the laws of 
supply and demand. 

We will begin by sketching the history of the various 
monetary systems, adding to our sketch considerations of a 
theoretical nature. 
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CHAPTER I 


THE PRINCIPAL MONETARY SYSTEMS 

§ 1 

Great Britain and British India 

Those who wish to learn the origin of the monetary systems 
of Western Europe should begin by examining that in opera- 
tion in Great Britain at the present day. That system has 
undergone many changes, some of a radical nature, but in 
one respect it remains unchanged : English people still reckon 
in pounds of 20 shillings and shillings of 12 pence, as they 
did in the days of William the Conqueror. The same system 
was formerly in vogue in Prance and in the northern part of 
the Netherlands. The French lime was divided into 20 sols^ 
the sol into 12 denier s ; the Flemish pound into 20 sdiellingen 
of 12 grooten, the Dutch pound into 20 schellingen of 12 
penningen. It was not until the fifteenth century that another 
kind of pound came into use in Holland : a pound consisting 
of 20 stuivers of IQ penningen each. But this was the result 
of the amalgamation of two sorts of money of account cir- 
culating side by side. We shall explain this hereafter. 

In the course of time, however, a remarkable change 
came about in the meaning of the word “ pound as applied 
to money. It was originally a unit of weight. During 
the reigns of the earlier Norman kings a pound sterling actu- 
ally meant a pound weight of silver pennies. The pound 
weight then in use was the "V tower pound.’’ It weighed 
5,400 grains troy, and the pennies were 0*925 fine,^ A 

^ See Rudiijg, Annals of the Coinage of Great Britain, 
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pound sterling therefore represented 4,995 grains of silver, 
and a shilling, the 20th part of this, or 249f grains. 

By degrees, however, lighter coins began to be struck. 
Edward the First, in 1300, coined money which made a 
shilling equal to 244 grains of pure silver ; Edward the Third, 
in 1351, made it equal to 200 grains, Henry the Fourth, in 
1412, and Edward the Fourth, in 1464, to 166 and 133 
grains respectively. In the reigns of Henry the Eighth and 
Edward the Sixth the debasement of the coinage was very 
marked. In 1543 the silver value of the shilling fell to 111 
grains, but owing to reductions both in weight and fineness 
it gradually dwindled down to 24 grains in 1552. As 20 
shillings were always called a pound sterling, the quantity 
of silver which the pound sterling originally represented was 
now reduced to 480 grains, or less than one -tenth of its 
original amount. 

Pnder Queen Elizabeth a new regulation of the coinage 
was made. The shilling was now to have a weight of of 
a pound troy, or 5,760 grains, which gave to the pound 
sterling a silver value (at a fineness of 0*925) of 1,718 grains 
of silver. 

From the foregoing it will be seen that in the Middle 
Ages, and even much later, the standard metal in England 
was silver ; in fact, silver was the standard metal everywhere 
in those times. Considering the high value which the precious 
metals then possessed, it was natural that there should be little 
demand for gold. Nevertheless, from as far back as the year 
1345, gold corns have been struck in England, and foreign 
gold has also been current there. The weU-known florins 
(named after the city of Florence) contained 58 grains of gold,^ 
and circulated with the nobles, rose-nobles, and sovereigns of 
the English Mint. Still gold occupied a subordinate position 
as compared with silver. The first change in this condition 
of things took place in the eighteenth century, owing to the 
remarkable combination of circumstances which we are about 
to describe. 

In the reign of William the Third, the silver money of 

^ According to G. Capponi, JStoria di Firenze (Part I. p. 38), 8 fiorini d'oro 
were coined from one ounce of “fine gold.” The fineness in this case was, 
however, 
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England was in a very bad condition. Badly coined to begin 
with, it bad sixffered so much from abrasion and clipping that 
in many cases it was reduced to half its legal weight. New 
coins were then struck. They were excellent, both artistically 
and as regards weight and fineness ; but for that very reason, 
and because the old coins had not been withdrawn, they very 
quickly disappeared from circulation. A payment of £100 
sterling at that time included ten shillings’ worth of the new 
coins at the outside. When we put good coins into circulation 
with inferior ones, we give an advantage to the clipper, but 
we do not improve the state of the currency. The only 
remedy against clipping is to call in all the bad money and 
deprive all the defaced coins of legal currency. 

The English Legislature was well aware of this. With the 
Re-coinage Act of 1696 the old silver money was put out of 
circulation, and all were given the opportunity of exchanging 
their old money for new.^ It was not long, however, before 
even the new silver money had been in great measure forced 
out of circulation. It has already been observed that gold as 
well as silver had been coined in England since the middle of 
the fourteenth century. The gold coin in William the Third’s 
time was the guinea, which contained 118'65 grains of fine 
gold; its rate of exchange was not permanent, but was fixed 
by law from time to time. In the year of the Re-coinage Act 
it was 22 shillings. The legally recognised ratio between the 
two metals was therefore 15*93.^ 

In the first half of the eighteenth century, however, the 
production of gold increased considerably without any pro- 
portionate increase taking place in the production of silver. 
As a result, the ratio in value between the two metals declined 
steadily during that century. Hence, on the proposal of 
Newton, in 1717, the guinea was reduced to 21 shillings, 
which gave a ratio of 15*21 between the two metals. If this 
course had been persevered in — ^if, with each faU in the ratio 
between gold and silver, the guinea had been fixed proportion- 
ately lower, — the two metals would have continued to circulate 

1 This is all described in Macaulay’s History of England ; see also Thobolb 
1^0Gr:EiB.s, the First Nine Years of the Bank of England, Oxford, 1887. 

2 Twenty shillings in silver represented 1,718 grains (see ante^ p. 404), 
therefore 22 shillings represented 1,890 grains, and 1,890 118 *65 =^15 -OS, 
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side by side in England. But this was not done. After tbe 
year 1717 the guinea remained at 21 shillings, although 
the relative value of gold continued to fall, and in 1760 
the ratio between the two metals had actually dropped to 
14-14. 

Under these circumstances Gresham's Law " could not 
fail to assert itself. This is one of the oldest known eco- 
nomic laws governing money, and is named after Gresham, 
Queen Elizabeth’s financial agent, by whom it was discovered. 
Whenever the double standard is applied with a ratio other 
than that which really exists between the two metals, the over- 
rated will displace the underrated metal. Suppose, for instance, 
that gold were worth 14*14 times as much as silver in the 
world market, and that in spite of this the gold coins were 
minted with a weight and fineness corresponding to a ratio of 
15*21, gold would then be overrated by quite 7|- per cent. 
According to Gresham’s Law, it would then become advan- 
tageous to coin gold only, while silver money would gradually 
disappear from circulation. This theory is not only confirmed 
by experience, but is also based upon the truth that, when an 
object can be attained in either of two ways, the one cheap 
and the other dear, the cheap way will be chosen. Suppose 
you owe a debt of 100 guineas, and the law permits you to 
discharge it by paying either 100 guineas in gold or 2,100 
shillings in silver. Suppose also that, having a sufficient 
quantity of both coins in hand, you are in a position to choose 
your mode of pa 3 rment. You find that if you were to melt 
down your 2,100 shillings into a bar, you could get 107| 
guineas for the bar, owing to gold having become cheap in 
relation to silver, silver therefore having become dear in 
relation to gold, in the world market. There can be little 
doubt as to which course you would select. The 2,100 
shillings would go into the melting-pot, and the 100 guineas 
would be used to pay the debt. 

Gresham’s Law assumes that the coinage of unlimited 
quantities of both metals is permitted, otherwise it does not 
apply. A great profit could be made in Holland at the 
present time by coining silver florins, but, for reasons to be 
explained presently, their coinage is not permitted. The 
result is, that, although the ratio in value between gold and 
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silver as metals now something like 31*1 to 1, that between 
Dutch gold and silver money is only as 15*62 to 1. This 
means that the silver florin in Holland is w'orth much more 
than the 145 grains or so of silver, of which it is composed. 
If, when, in the last century, gold fell relatively to silver, the 
coinage of guineas had been suspended or restricted, they would 
probably have retained their original price. A decrease in the 
value of the raw material of an article causes a decrease in the 
value of the article itself, only when the working-up of the 
raw material is not impeded in any way. This also applies to 
money. The guinea was formerly worth 15*21 times its own 
weight in silver ; the reason why, when gold had fallen, the 
guinea was only worth 14*14 times its weight in silver lay, not 
only in the fall, but also in the fact that any one was at liberty 
to have gold coined into guineas. Under these circumstances 
it was inevitable that gold should become the sole standard 
metal. The double standard continued to be recognised by 
law, it is true ; but once the offlcial ratio ceases to coincide 
with the real ratio, the double standard exists in name only, 
and the one metal is preferred to the other in comrherce. In 
England the preference was accorded to gold, and now we 
know why. 

The double standard has been rightly named the alternative 
standard. With an official ratio of 15*21 we prefer to pay in 
gold when the real ratio happens to be less; but our pre- 
ference changes altogether as soon as that ratio happens to be 
more than 15*21. England has learnt this also by experience ; 
the history of her currency is interesting in every way. Her 
standard would have been changed again if Parliament had 
not intervened in time to prevent it. The fall in gold during 
the first half of the eighteenth century was due to a great 
increase having taken place in the production of gold, con- 
currently with a more moderate increase in the production 
of silver ; but after some time the production of silver increased, 
while that of gold declined.^ Owing to this the ratio between 
the two metals kept on increasing after the year 1760 ; about 
the year 1800 it was 15*68. Had the English Government 

^ According to Soetbeeh’s figures the estimated average yearly production 
of gold and silver respectively iii the undermentioned periods as foUows 
(in kilogrammes) : — 

# ■ 
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now let things take their own courscj Gresham’s Law would 
have asserted itself once more. Just as it had caused silver 
to be discarded when gold was at a premium, so would it 
have caused gold to be discarded when the premium was on 
silver. This was perfectly well known in England, but it was 
the very thing that the Government did not want to happen ; 
the gold standard having once been established, the people 
were not disposed to break with it. By a law of June 21st, 
1798, the coinage of silver money was forbidden provision- 
ally.” ^ After that, Gresham’s Law could no longer operate, 
for, however profitable the coinage of silver might become, the 
Government would not permit it. Eighteen years later the 
provisional prohibition was made absolute. When the currency 
was regulated in 1816, gold was declared the sole standard, 
and silver coins were reduced to the rank of money, of which 
no person was obliged to accept more than £2 sterling in pay- 
ment of a debt. The shilling, which, in Elizabeth’s reign, had 
been increased to of a pound troy, or 85*9 grains of fine 
silver, was then reduced to of a pound troy, or 80*7 grains, 
the other silver money being reduced in proportion. At the 
same time it was enacted that in future no more guineas 
of 21 shillings and 118*65 grains of gold, but sovereigns of 20 
shillings and 113 grains of gold, should be coined. 

This is the position of the British coinage at the present 
day, at least so far as the United Kingdom is concerned ; for 
Scotland 2 and Ireland (the former since 1707 and the latter 
since 1825) have the same coinage as England and Wales. 
The British Colonies have different systems. Canada reckons 


1618-1700 

1701-1720 

1721-1740. 


Gold. Silver. 

10,766 341,900 
12,820 356,600 
19,080 431,200 


1741-1760 

1761-1780 

1781-1800 


Gold. Silver, 

24,610 533,146 
20,705 652,740 
17,790 879,060 


^ Thirty-eighth of George III. cap. 59. “ Whereas, from the present low 

price of silver bullion ... a small quantity of silver bullion has been brought 
to the Mint to be coined, and it is therefore necessary to suspend the coinage 
of silver for the present : He it therefore enacted,” etc. etc. Cf. Silver and 
Gold, by Dana Horton (Cincinnati, 1877), pp. 75, 196. 

The same author subsequently wrote an exhaustive treatise on England’s 
transition from the silver to the gold standard; the work is entitled The 
Silver Pound. 

^ The pound Scots had so depreciated that twelve of them were equal to 
one pound sterling. Cf. Kerb’s History of Banking in Scotland (Glasgow, 
1884), p. 23. 
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in gold dollars, while the sovereign has a fixed value in 
the colony. Australia and South Africa have the same 
money as the mother country. British India, however, has 
its own coinage system, which, in view of the important 
change which it underwent in 1893, we must describe at 
some length. 

Up to that time British India had had the single silver 
standard based on the rupee (divided into 12 annas), which 
contained 165 grains of silver. So long as the ratio between 
gold and silver remained at 15|- the rupee was therefore worth 
about Is. lO^d. in English money but it was bound to de- 
preciate when the ratio became less favourable to silver, seeing 
that the coinage of rupees was permitted to an unlimited extent. 
That the depreciation actually took place we already know. 
The average ratio between the two metals was 15*56 in 1872, 
18*17 in 1882, and 23*72 in 1892, and the rate of exchange 
of the rupee kept falling the whole time. In order to put a 
stop to this, the Indian Government adopted a measure which 
attracted universal attention and produced momentous results, 
inasmuch as it compelled the United States to cease its purchases 
of silver. On June 26th, 1893, it forbade the further coinage 
of rupees otherwise than for the account of the Government. 

As a result, silver has ceased to be the standard metal in 
British India, for its value no longer determines that of the 
rupee. The relation between the raw material and the manu- 
factured article has been severed. Not altogether, it is true, 
for in the event of a considerable rise in silver, or a consider- 
able fall in the rupee, it might be profitable to melt rupees. 
But failing either of these contingencies, the relation is entirely 
severed. In December 1894, silver fell to about 27Jd. per oz., 
which gave a ratio of 34*3 between the two metals, and caused 
the 165 grains of silver composing the rupee to fall to about 
lOcZ. in value. But the rupee itself never fell so low as that. 
At the end of 1894 it stood at 1^. 0|(Z. 

Thus the measure has been successful to a certain extent, 


=1 rupee, 

1 rupee =165 grains of silver. 

15 J grains of silver =1 grain of gold. 

1 13 grains of gold = 20 sMllings. 


10*64 
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but it has not achieved all it was meant to achieve. The rupee 
can no longer fall by means of additional coinage ; but there 
is nothing to prevent its falling in consequence of a temporary 
or permanent reduction of the demand for money, and such a 
reduction may take place at any time. It must have taken 
place already, seeing that the rupee was worth about Is, Ad. 
when the measure came into operation, and that it has not 
been able always to remain at that value. The Government 
wished to prevent depreciation of the coin in relation to 
gold, but only removed one of the two causes which could 
bring such depreciation about. In order to impart fixity 
of value to the Indian coinage in relation to gold, the 
Government should have done more : it should have pro- 
vided some sort of outlet for such rupees as might become 
temporarily or permanently redundant owing to a reduction 
of demand. 

’'Better provision was made against another danger, one 
which has not yet arisen, however. Whenever the making of 
a-n article is prohibited the article may become cheaper in spite 
of, but it may also become dearer in consequence of, the pro- 
hibition. In forbidding the coinage of the rupee the Govern- 
ment made it possible for that coin to rise in price, and 
although the prospect of its doing so has never yet presented 
itself, it was nevertheless conceivable that it might have to be 
faced some day. It was therefore enacted that English gold 
should be accepted by the Indian Treasuries at the rate of 
1^. Ad, the rupee, and that the Government should be em- 
powered to purchase and coin silver on its own account. We 
may now practically regard Is, Ad, as the maximum value of 
the rupee. Its minimum value depends upon the price of 
silver as a metal in the world market. 

We have already said that the Indian currency system can 
no longer be described by a simple term, and such is the case ; 
it is possible, however, to indicate the general class of coinage 
to which the rupee now belongs. Money, of which any one 
can have an unlimited amount coined at the Mint in return 
for a very small seigniorage, is usually called standard money, 
because, in so far as fluctuations in its value are concerned, its 
fate is linked with that of one or other of the precious metals. 
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The British sovereign, the Dutch ten-florin piece, the twenty- 
franc piece, the gold dollar, the twenty-mark piece, in fact all 
the gold coinage now current in Europe and North America, 
comes under this denomination. On the other hand, when we 
speak of tohen money we refer to money, of which the un- 
restricted coinage is not permitted, and which the Government 
itself does not coin in such quantities as to reduce its value to 
that of the metal of which it is composed. Until a few years 
ago the divisionary money (of bronze, nickel, etc.) was the 
only token money; but since the coinage of silver money of 
full legal tender has been prohibited in almost all the countries 
where such money is in circulation, the amount of token money 
has greatly increased. The expression token money hardly needs 
to be explained. When we say that a shilling is token money, 
we mean that a shilling indicates not so many grains of silver, 
but the twentieth part of a pound sterling. When we speak 
of the silver florin as token money we mean that that i3oin 
indicates just a tenth part of what a ten-florin piece is worth. 
Similarly, the rupee has become token money ; it is no longer 
synonymous with 165 grains of silver, but represents such 
j a number of shillings and pence as can be obtained for a 

f rupee. 

j The great increase of token money within our time must 

' be regarded as a truly retrograde movement in the domain of 

currency. Such money should play a very subordinate role in 
the currency of any country ; almost the whole of the money 
should be standard money. The role of the Government should 
in the main be confined to guaranteeing the identity of the 
coin with a certain quantity of precious metal of a certain 
fineness. The inducement to counterfeit token money is greater 
in proportion to the value which such money acquires from its 
status of token money. The danger that many people may 
take advantage of this circumstance is slight in the case of 
the divisionary coins, as these are not legal tender beyond a 
certain sum. But other token money is legal tender for any 
sum, and therefore presents much stronger inducements for 
^ counterfeit coining. When the counterfeiting of such money 

takes place on anything like a large scale, the object of the 
: Legislature in prohibiting its coinage is partly frustrated. That 

; object is to prevent the money from depreciating, therefore it 

I ■ ■ ' '' ' ' ' ' ■' ' ' 
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is deprived of its status of standard money ; but when more 
of it gets into circulation from illicit sources, it becomes 
redundant. 

Instances of counterfeit coining Lave, so far, been com- 
paratively rare in most countries. In fact, there are countries 
having a very large circulation of token money where cases 
of counterfeit coining are altogether unknown. Even such 
countries, however, should not be blind to the danger. The 
events which have made it necessary to reduce large quantities 
of standard money to the rank of token money are much to be 
regretted. They have brought about conditions in the domain 
of currency, under which some suffer less seriously than others, 
but which no one can regard as healthy. 

The closing of the British-Indian Mint to silver in 1893 
was a measure of world- wide importance. (The Mints of the 
Native States have remained open, but their rupees are not 
current in the territories under direct British administration.) 

Previously there had always been an outlet for redundant 
silver in British India ; this is worth noting, for it affords 
another proof that commerce in the precious metals is subject 
to the same laws as commerce in any other article. It has 
been contended by some that the statistics of imports of silver 
into British India point to a different conclusion; when we 
examine the figures attentively, however, we find that this is 
not so. When, following upon the gold discoveries in California 
and Australia, that metal became redundant in Europe and sup- 
planted a large amount of silver, it was expected that British 
India would absorb large quantities of the latter metal. And 
it did. The net imports — Le, after deducting exports— of 
silver from British India during the period 1854-65 to 1860-61 
were, on an average, 82,457,000 rupees per annum. They rose 
to a much higher figure in the years of high cotton prices ; ^ 
in the period 1861-62 to 1865-66 they reached 126,361,000 
rupees per annum. India was now so glutted with silver, and 
cotton prices fell so considerably, that some reduction became 
inevitable.^ The net yearly imports in the period 1866-67 

^ See ante, p. 392. 

^ This is a point which requires some explanation, and we shall return to 
it later. 
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to 1868-69 averaged 7 O 5 O 535 OOO rupees ; in the period 1869-70 
to 1875-76 they had fallen to 265588,000 rupees. 

If silver had not fallen in value after the year 1872, we 
should most probably have seen a reflux of that metal from 
India. Before 1875— in which year silver averaged 56|(^. 
per oz. — the fall was not very great ; it was sufficient to pre- 
vent the return of silver from India, but not to stimulate 
importation of silver into India to any great extent. Matters 
now changed, however. The average price of silver per oz. 
was 

From 1876 to 1882 . . . 52-33d, 

„ 1883 „ 1889 , . . 46*44^^. 

„ 1890 „ 1892 . . . 44-17d 


Accordingly we find imports of silver into India increasing 
very much, as the following figures show : — 


Period.^ 

From 1877 to 1883 
„ 1884 „ 1890 

„ 1891 „ 1893 


Average Yearly Imports 
of Silver (Rupees). 

72.076.000 

88.323.000 

120,203,000 


This could not continue after the enactment of June 26th, 
1893. Owing to a special circumstance — the Mint remained 
open for silver during the first three months of the fiscal year 
1893-94— the net imports continued high for the year ended 
March 31st, 1894, when they amounted to 137,198,000 rupees. 
In the following year, however, they fell to 63,292,000, while 
for the first eight months of the fiscal year 1895-96 they only 
reached 34,572,000 rupees. As a market for the disposal of 
redundant silver, British India can no longer be what it was 
in the past ; and this is one reason why the closing of its 
Mint for silver may be regarded as a measure of world- wide 
importance. Another reason for so regarding it is the effect 
which it had on the currency legislation of the United States, 
of which we shall speak presently. 


^ Years ended 31st March. 
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§ 2 

France and the Latin Union 

That the French and English monetary systems have 
practically the same origin, may be recognised both by 
the fact "that the word lime is frequently used for franc, 
and by the division of the franc into 20 sous. The 
lime, which appears to have been originally a measure of 
weight equivalent to 5,663 grains troy,^ became, like the 
English pound, a short expression for 20 pieces of money 
of 12 pence each. But in France the debasement of the 
coinage began earlier, and was carried much further, than in 
England, Even by the thirteenth century it had reached 
such a pass that Louis the Eleventh was regarded as a reformer 
of the coinage when he increased the weight of the livre to 
1,234 grains of silver by ordering gros tournois containing 
61*7^ grains of silver to be struck, and fixing their rate of 
exchange at 1 sol. Ultimately the silver value of the livre 
became reduced to 69*4 grains, or about of its original 
amount, assuming the first French money to have been fine. 

Just a word as to the two ways in which the debase- 
ment of the coinage has usually been efiected both in France 
and elsewhere. 

One way has been by increasing the face value of existing 
coin. As the lime with its subdivisions was not real money, 
but only money of account, it was very easy to do this. The 
gros tournois, for instance, which had previously been worth 
1 sol or of a lime, was given a value of 1 sol 6 deniers 
or of a livre. This had the effect of reducing the livre 
from 1,234 grains to 830 grains, if it be assumed that the 
gros tournois still contained 61*72 grains of silver. This 
method had the advantage of simplicity, and was therefore 
much in vogue ; it was extensively applied in Holland as late 
as the sixteenth and seventeenth centuries. Thus we find the 
proclamation of the States-General, dated 1579, fixing the 
value of the silver carolus at 1 florin 8 stuivers, whereas in 

^ It IS generally supposed that under Charlemagne the ancient Roman 
pound was superseded hy the heavier German pound of 6,663 grains. Cf. 
Bet VerzarmUn van Munten en pmningen, by Br. C. M. Dozy (p. 67). 
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1542 that coin was issued for ^ florin. In 1581, its value 
was fixed at 1 j^orm stuivers ; in ISSB, at 1 florin 13 
stuivers. The silver carolus contained about 293 grains of 
fine silver, and the florin was then like the French livre, 
money of account. The result of these changes in the face 
value of the carolus was, a reduction in the amount of silver 
contained in the florin from about 293 grains in 1542 to 

and grains in the years 1579, 1581, and 1586 

respectively. Those who resorted to this method of debasing 
the money of account were said to increase the value of the 
coins ’’ {augmenter la valeur des esplces), and the reverse process 
was spoken of as a reduction of their value. Thus when 
Maximilian raised the value of the Dutch pound from 194 
to 349 grains, he was said by his contemporaries to have 
reduced the value of money.’" ^ Each coin was taken as re- 
presenting less in pounds and fractions of a pound than before, 
the effect being to increase the metallic value of the pound. # 
But there was another method, which consisted in re- 
ducing the weight or fineness of the coins without altering 
their face value. By declaring the gros tournois to be worth 
1 sol 6 deniers, instead of 1 sol, the metallic value of the 
livre was reduced by one-third ; but the same effect would 
have been produced if the quantity of silver in the gros 
tournois had *been reduced by one-third, and that coin had 
been allowed to retain its face value of 1 sol. In either case 
the quantity of silver represented by the livre and its sub- 
divisions would have been smaller than before. 

Such reductions in the value of the money of account did 
not always result in an immediate and proportionate rise in 
money prices, and that was because they were frequently accom- 
panied by a considerable increase in the seigniorage charged 
by the Mint. Nowadays this charge is always very moderate ; 

I in England it does not exist at all. But in the Middle Ages 

I it was sometimes very high; we know, for instance, that in 

? France it amounted to 60 and even 60 per cent, in the 

1' fourteenth century.^ Owing to this it was not always possible 

I — ^ — 

I ' ^ Of. Wacenaab’s Vad. His/., chap, iv, p. 260, where the Emperor is 

J spoken of in terms of reproach for having done so too rapidly. 

I ^ Of. Etudes sur le Regime Financier de la France (Nouvelle /S'ene, chap. ii. 

p. 300), by VuiTRY. 
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for the fluctuations in the value of money to correspond, 
even approximately, to those in the value of the metal of 
which it was composed. We drew a distinction above 
between standard money and token money. Mediaeval money 
was frequently neither the one nor the other ; it was not 
standard money because of the high seigniorage, and it was 
not token money inasmuch as its coinage was in most cases 
unrestricted. This explains how it is that though, in the 
long-run, the mediaeval coinage diminished in value by every 
debasement, yet in many cases its value did not diminish at 
once. In works treating of mediaeval prices, those prices are 
sometimes expressed in grammes of silver. There is nothing 
to be said against this so long as no attempt is made to deduce 
the purchasing power of silver as a metal from such data. 
Besides the reasons already given for not attempting this, there 
is the further one, that many coins may for a time have 
possessed a value far exceeding that of the metal which they 
contained. 

In connection with what has just been mentioned, the 
early history of the French currency specially merits our 
attention ; for nowhere else have changes in the metallic 
value of the money of account been so frequent and so great. 
The recent history of that currency has acquired importance 
for another reason. From 1803 to 1873 Frabce made a 
more genuine attempt to apply the double standard than she 
had ever made before. 

We know what the expression double standard means. 
The mere fact that both gold and silver money are in cir- 
culation, and are legal tender for any amount, in a country does 
not signify that that country has the double standard ; for 
the silver money may be token money by reason of its coinage 
being greatly restricted, or perhaps altogether forbidden. 
One hears sometimes of a '' double standard combined with 
prohibition of the coinage of silver.” The expression is 
inadmissible, and is a ^contradiction in terms. To prohibit 
the coinage of silver, and permit that of gold alone, can only 
be intended as a means of preventing the value of money 
from fluctuating with the value of silver. 

When England suspended the coinage of silver in 1798, 
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she abandoned the donble standard ifso facto. She was 
anxious that silver should not supplant gold, as gold had 
previously supplanted silver. Instead of representing alter- 
nately so many grains of silver or so many grains of gold, 
according as it might happen to be more advantageous to pay 
a debt in the one metal or the other, the pound sterling 
was for the future always to represent a fixed quantity of 
gold. Free coinage — with no more than a small seigniorage — 
is a requisite of the double standard, the chief characteristic 
of which is, that it allows the course of events to determine 
whether the money of account shall represent so many grains 
of the one or so many grains of the other metal, and that no 
attempt whatever is made by the Government, to influence 
matters in either direction. 

The regulation of the French currency in 1803 fulfilled all 
these requirements. The franc was retained as the reckoning 
unit. The coinage of silver was allowed on the basis of 4*5 
grammes of silver, that of gold on the basis of 0-2903 grammes 
of gold to the franc, so that the double standard was accepted 
with a ratio of 15-5 between the two metals. At the same 
time the seigniorage, which had previously been 2*53 per 
cent, for gold and 1-12 per cent, for silver, was fixed at 2-90 
per thousand for the former and 1| per cent, for the latter. 
Whether the word /mnc should signify 4-5 grammes of silver, 
or 0-2903 grammes of gold, or both at once, would in future 
depend upon the ratio of value that happened to exist between 
the two metals. At a ratio of 15J, the two kinds of coin 
would remain in circulation together ; if the ratio became 
higher, silver w'ould supplant gold ; if it became lower, gold 
would supplant silver. 

This is what Gresham’s Law would have led one to expect, 
and so things actually turned out. It will be worth our 
while to follow them in detail. From 1803 to 1820 there 
were 9 years in which the ratio was greater, and 9 years in 
which it was less, than 15| ; one would therefore expect that 
the quantities of both kinds of coin minted would be about 
equal, and so they were ; during that period there were coined 
875,000,000 francs in gold, as against 1,018,000,000 
in silver, including silver divisionary money. From 1821 to 
1847 gold was constantly getting dearer; the bulk of the 
YOL. I . 2 E 
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money coined during that period should therefore have consisted 
of silver. And so it did ; the amount of silver money coined 
was 2,778,000,000 francs, as against 301,000,000 francs 
in gold. Nest we find gold supplies coming from California 
and Australia ; again the ratio between the metals fell, and 
it is interesting to see how the fall affected the output of the 
Mint. The following figures will show this : — 


Period. 

Mean ratio 
of gold to 
silver. 

Output of Mint. 

Gold Coin. 

Silver Coin. 

1848-1852 

15*67 

448,000,000 francs 

543,000,000 francs 

1853-1856 

15*35 

1,795,000,000 „ 

102,000,000 „ 

1857-1866 

15*35 

3,516,000,000 „ 

56,000,000 „ 




Then the production of silver increased, while that of 
gold fell off, and the British-Indian demand for silver, which 
had been very strong during the American Civil War, became 
weaker. This caused gold to become relatively somewhat 
dearer; the mean ratio between the two metals was 16-62 
m the period from 1867 to 1873. Forthwith the coinage 
of silver recovers its importance, the output of the Mint for 
those years being 878,000,000 francs in gold, as against 
687,000,000 francs in silver. If a stop had not then been 
put to the unrestricted coinage of silver, the French currency 
would have reverted to the condition in which it was before 
1848. 

The reason for amending the legislation of 1803 will be 
mentioned presently ; we must first consider the beneficial 
effects produced in France by the double standard from 1848 
to 1866. Let us recall what took place. From 1831 to 
1840, the annual production of the precious metals amounted 
to £2,750,000 in gold, and £5,218,000 in silver ; the pro- 
duction of silver ther^ore greatly preponderated. Towards 
1850 a change in the opposite direction was brought about 
by the production of gold, first in Eussia, and afterwards in 
California and Australia. The annual output was 
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Gold. Silver. 

From 1851 to 1855 . . £27,417,000 £7,750,000 

„ 1856 „ 1860 . . £27,833,000 £7,917,000 

„ 1861 „ 1865 . . £25,417,000 £9,833,000 

tlie total value of tlie precious metals produced in the whole 
period from 1851 to 1865 being £403,333,000 in gold, and 
£127,600,000 in silver. 

What could be expected now, but that gold should fall 
considerably in relation to silver ? As a matter of fact, many 
people prepared themselves for such a fall, and were loud in 
their praises of the sagacity of the Dutch Legislature, which, 
as early as 1847, had resolved to demonetise gold. People 
of the present generation can scarcely realise that in times so 
recent as the early fifties, gold gave rise to as much anxiety as 
does silver in these days in countries whose coinage is com- 
posed largely of silver. At that time it was prophesied, even 
by recognised authorities on the subject, that, if xAmerica and 
Australia continued to put large quantities of gold on the 
market year by year, that metal would sink greatly in value 
in relation to silver. 

Their fear has not been realised. In April 1847 gold 
was about 16 times as valuable as silver ; in March 1859 
the ratio was rather more than 16. Soon after this it rose, 
so that for the period 1867—66 we find the mean ratio to 
have been 15*35. There can be no doubt that this was 
largely due to causes already mentioned in the previous 
chapter. But these causes would not have sufficed to pre- 
vent a fall of a certain importance in the value of gold 
relatively to silver, if France had not come to the rescue. 
That country was getting rid of millions of pounds’ worth of 
silver, and acquiring gold in its place. ^ The greater part of its 
currency had previously consisted of silver; now it changed 
to gold. Thus France helped to keep up the value of the 
metal, of which the production had increased, while at the 
same time she placed large quantitieg of the other metal in 

^ Official statistics show that the value of gold imported into France in the 
period 1853-70, exceeded that of the gold exported during the same period 
by £199,960,000, while in the case of silver the exports exceeded the imports 
by £91,400,000 {W dhmngspolitik und MimzstatistiJc, by 0. Hatjpt, Berlin, 
1884, p. 54). 
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tlie market. Of course the increased production of gold 
under these circumstances could not fail to result in a fall, 
not only of gold, but also of silver. But the fall of the two 
metals combined was not so great as that of gold alone would 
have been, if, instead of the double standard, France had at 
that time had the single silver standard. And this explains 
how it was that in the years 1867—70 the mean ratio between 
gold and silver was once more brought up to the level at which 
it stood in the period from 1803 to 1820, that is to say, at 
15-58. 

To dispel any doubt which we might entertain as to the 
truth of Gresham’s Law, we have only to consider carefully 
the events recorded in the history of the currency in France 
in the present century; it is impossible for facts to speak 
more forcibly than do those which are there recorded of the 
period from 1803 to 1873. But the same source also supplies 
us tnth data for judging the system of the double standard. 

They point clearly to the conclusion that, however it may 
operate when applied over a very wide area, the double 
standard can only work miscliief when applied to a single 
country or to a small number of countries. There can be no 
doubt that it has been very fortunate for mankind that France 
should have taken up the gold that had become redundant and 
supplied silver in exchange for it; but nobody will contend 
that France herself has benefited by this policy. Great move- 
ments in her money market have frequently resulted from it. 
The gold was not always forthcoming when the silver had 
disappeared ; the silver did not always make way as soon as 
the gold had appeared. Thus strong alternations in the stock 
of bullion were inevitable, and such alternations are never good 
for a country. But a serious objection to the double standard 
when applied over a comparatively small area is that, as the 
overrated always supplants the other money when either of the 
two metals depreciates to any great extent, this leads to a 
general depreciation of the currency. The depreciated money 
remains, the other is rejected or expelled. A monetary 
system attended with this disadvantage is certainly not the 
one to choose. 

France had been aware of this all along, and had conceived 
a certain dislike towards the double standard. This attitude 
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was very clearly manifested in 1867. In that year an inter- 
national monetary conference was held in Paris, at which all 
the countries, except Holland, voted in favour of a single 
gold standard. The events of 1870 and 1871 prevented 
France from acting in conformity with this vote. But when 
Germany shortly afterwards took steps to substitute the gold 
for the silver standard, so that there was reason to expect 
large imports of silver from Germany, France realised the 
necessity of revising her monetary system without further 
delay. For if the double standard were to be retained, the 
reverse of what had happened after 1848 was sure to follow : 
gold would disappear from circulation, and give way to silver, 
just as silver'had previously given way to gold. 

At that time France was no longer free to regulate her 
currency according to her discretion. On December 23rd5 
1866, she had entered into a convention with Belgium, 
Switzerland, and Italy — Greece did not join until 1868-^for 
a uniform regulation of the currency. The following were the 
chief provisions of this convention, which was to enter into 
operation on August 1st, 1866, and expire on January 1st, 
1880. The French currency of 1803 was to serve as a basis, 
subject to the proviso that all silver coins below the b-fmnc 
piece were to rank as divisionary money. The coins of the 
one country were not to be declared legal tender in the other 
countries, but were to be accepted by the Exchequer in the 
respective countries, so that they should become virtually 
current there. Each of the signatory States should be free 
to coin divisionary money up to the limit of 6 francs per 
head of its population, and such money should be legal tender 
for any sum up to bQ francs. The States that have signed 
the Convention form what is called the Latin Union. Spain 
does not belong to this Union, but in 1868 she regulated her 
coinage on the same basis as that of the Union. 

The system of the double standard was not maintained 
for long by the Latin Union. On January 31st, 1874, the 
signatory States agreed that the coinage of large silver money 
should be limited to a sum to be determined annually for each 
of them; and when on November 6th, 1878, they resolved to 
prolong the convention for a period of six years, they agreed 
that the coinage of large silver money should be entirely 
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forbidden witMn the Union. We need not mention the 
further measures subsequently agreed to by the Union from 
time to time. These deal with the rights of the respective 
States as regards their own silver money, and the question 
of the divisionary coinage.^ What chiefly concerns us here 
is that the agreement of 1874, and more definitely that of 
1878, involved the abandonment of the double standard, a 
measure which had been adopted in England as early as 
1798. There too the double standard had been in operation, 
and silver had been supplanted by gold. As soon as there 
was a danger of gold being supplanted by silver, England, like 
the Latin Union, adopted means to prevent it. 

But when England prohibited the coinage of silver, she 
had scarcely any more silver money left, except the divi- 
sionary coinage ; the Latin Union, on the contrary, still had 
large quantities of silver coin at its disposal. Much had been 
disposed of, but it may be assumed that a part of what had 
been exported came back again after the fall in silver, and 
the quantities of silver coined since 1866 regarded by them- 
selves have not been inconsiderable. They amounted to : — 

£25,000,000 in Erance (1866-78) 

£14,360,000 „ Italy (1866-79) 

£14,000,000 „ Belgium (1866-76) 

£320,000 „ Switzerland (1866-76) 

£600,000 „ Greece (1866-76) 

making a total of £54,280,000. This sum corresponds 
approximately to that of the silver reserves held by the 
central banks of the Latin Union at the beginning of 1896.^ 
The amounts in circulation must be considerably greater. 
All this money has now become token money, like the rupee 
since 1893, with this difierence, however, that whereas in 
British India the rupee is the sole legal tender, in the Latin 


^ Particulars on the subject will be found in 
Staatswissenschaften, Part IV., pp. 1246-1248. 

Silver. 


^ Bank of France . 
Belgian National Bank . 
Bank of Italy 
Swiss Banks 


£49,480,000 

800,000 

2,120,000 

480,000 


the Handworterbuch der 
Gold. 

£77,480,000 

3.280.000 

11,960,000 

3.360.000 


£96,080,000 


Totals 


£52,880,000 
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Union there is standard money as well as token money. It 
has of course been necessary to aim at preserving a fixed ratio 
of value between the two kinds of coins, and except for slight 
deviations — which might have been prevented — this aim has, 
up to the present, been realised. We shall show later that 
up to a certain point central banks are capable of ensuring 
this fixity, especially where the gold reserves are sufEciently 
large. 

§3 

Germany and Austria-Hungary 

It is only since recent times that a uniform German 
monetary system can be said to exist ; for there were formerly 
many different currencies in Germany, and as in political, so 
in currency matters, the unity has been achieved by slow steps. 
The first step towards its achievement was taken as long ago 
as 1837. "" 

On August 25th of that year, a convention was concluded 
between Bavaria, Wurtemberg, Baden, the Grand Duchy of 
Hesse, Nassau, and Frankfort, by which all agreed to adopt 
a gulden of which 24| could be coined from a mark of silver. 
As the mark contains 3608*3 grains, the South German florin 
of 1837 contained 147*3 grains, a little more than the Dutch 
florin, which, since 1839, has contained 145*8 grains of 
silver. On July 30th of the following year, a similar union 
was formed in the North. As the convention of 1837 had 
put an end to the diversity in Jbrins, so the convention of 
1838 put an end to that in thalers : the Vereinsthaler was to 
consist of of a mark, or 257*7 grains of silver. By an 
agreement concluded on January 24th, 1857, these two 
systems were combined and at the same time united with the 
Austrian system. It was decided that instead of 147 *3 
grains, the florin should in future consist of 146*9 grains of 
silver, and that the thaler, instead of 257*7 grains, should in 
future contain 257*0 grains of silver. The effect of this was 
to establish throughout the whole of Germany and Austria 
the ratio of 1 7er6m5ifMer = l| South German /arm = 1| 
Austrian florins. Hamburg, however, retained its courant 
mark of 102*8 and its mark banco ot 12%'% grains of silver, 
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and Bremen its louis d^or thaler of 17 grains of gold, so that 
uniformity of currency was still far from being an accomplished 
fact. 

It was not until after the consolidation of the German 
Empire that such uniformity was achieved. Under the Act of 
the Constitution, the power to regulate the coinage was trans- 
ferred from the various State Legislatures to the Imperial 
Diet, and that body made use of this power for the first time 
on December 4th,. 1871. It was enacted by Imperial law that 
the coinage of silver should be suspended and that a new coin 
should be struck, containing 110*6 grains of gold, and being 
equivalent to 20 marhs ; for henceforward money was to be 
reckoned in marhs and no longer in thalers oi florins^ 3 marks 
being held equal to 1 thaler, A second law, completing that 
of 1871, was passed on July 9th, 1873. It enacted that no 
more silver money was to be coined at all except as divisionary 
money, and that the existing silver money should be gradually 
called in and melted down. This law, therefore, showed a final 
resolve to adopt the single gold standard, although the Govern- 
ment was left a certain amount of freedom of action in respect 
to the old money. That money consisted of two kinds of 
coins : those which fitted in with the new currency, like the 
thaler, and those which did not, like the florin, the Hamburg 
mark, and the Bremen louis d^or thaler. The process of getting 
rid of these latter kinds of coins began, and before long they 
had disappeared entirely from circulation, together with the 
old divisionary coinage. Of the silver obtained in this way 
the German Government used a part for conversion into 
£19,100,000 worth of new divisionary coinage, and sold the 
rest. Between September 30th, 1875, and December 31st, 
1878, no less than 108,153,539 ounces, and afterwards a 
further 6,073,087 ounces, thus a total of 114,226,626 ounces 
of silver, worth about £25,000,000, were put on the market 
by Germany. 

After May 1879, however, little more silver was called in 
and re-coined. When some 200,000,000 of the had 

been demonetised, the German Government decided to defer 
the demonetisation of the rest. The price of silver had fallen 
considerably, so that a great loss would have been incurred by 
demonetising any more of those coins. Probably other reasons 
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also weighed with, the Government in their decision: such as 
the fear of strengthening still further the demand for gold, or 
of becoming unpopular with the supporters of the double 
standard, whose numbers had been gradually increasing. At 
any rate, since the spring of 1879, all efiorts made in the 
Imperial Diet to induce the Government to resume the 
demonetisation, that is, to give full and final efiect to the law 
of July 9th, 1873, have proved unavailing. Consequently 
the German currency is now in the same hybrid condition as 
that of France. Only a part of the coinage is standard money ; 
all the rest, estimated at from 400,000,000 to 460,000,000 
marks, is token money. The bulk of this, however, lies in the 
vaults of the Imperial Bank, which, in January 1896, had 
a reserve of £12,000,000 in silver, as against £28,000,000 
in gold. 

Of the many events that have taken place during the last 
twenty-five years in the domain of currency, the reform which 
we have been describing is one of the most important, in so 
far as it gave the signal for the closing of the Mints for silver 
in all the countries of Europe that had previously permitted 
unrestricted coinage of that metal. But has it done more 
than give the signal, and would not the same thing have 
happened if Germany had retained the silver standard in 
1871 ? The .production of silver was increasing considerably 
at the time ; this, of itself, would have caused the ratio 
between the two metals to rise beyond 15 -5 to a sufficient 
extent to bring about the result that, in future, only silver 
should be offered to the Mints in the countries of the Latin 
Union. Is it likely that this would have been regarded with 
equanimity in countries where there had already previously 
been a leaning towards the single gold standard? And 
would the German Empire have adhered to the silver standard 
even though the Latin Union had prohibited the further 
coinage of that metal ? It is unfair to speak of the reform 
of the currency in Germany as if it were responsible for all 
the disturbances that have taken place since 1871~73 in the 
monetary systems of the world. It is not Germany, but the 
imperfect condition of economic science in these days, that we 
should blame. 

For at that time the double standard had been condemned 
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almost everywhere by economists. People had not yet realised 
that the double standard works unsatisfactorily only when 
applied to a relatively small area, and that, when applied uni- 
versally, it is very useful. Proof of the truth of this con- 
tention cannot be given just yet; we merely wish to point 
out here that failure to recognise its truth is the sole cause of 
all the trouble of which we now complain. It was thought 
then that a choice must be made between the two metals. 
This view was held in the countries of the Latin Union, as 
well as in Germany; and once disposed to take that view, 
people felt impelled to choose gold. In this, Germany took 
the initiative ; the Latin Union followed. But if Germany 
had not taken the initiative, the Latin Union would probably 
have done so a little later. The true cause of the chaotic 
condition into which we have fallen lies in the blindness of 
those who, at that time, rejected the double standard uncon- 
ditionally. If Germany, after the end of the war, had been 
disposed to conclude a monetary convention with the Latin 
Union, or at least to regulate her currency on the basis of the 
unrestricted coinage of both metals with the same ratio between 
them as that which existed in the countries of the Latin 
Union,— then, and then only, would the trouble have been 
averted which arose in later years, and to which we have now 
to submit. Germany did not take this course, it was 
inevitable, with the increasing production of silver, that a 
movement in favom of the single gold standard should set in 
and acquire sufiS.cient momentum to overcome all resistance, 
at least on this side of the Atlantic. Gradually the value of 
silver became so unstable that no choice remained for countries 
which set store by a well-regulated currency. 

Austria-Hungary had realised this when, a few years ago, she 
endea,voured to reform her long-neglected currency. Nominally 
the silver standard had been in operation there up till 1879*; 
from 1,000 grammes of silver 90 jlorins were coined, so that 
^eprin contained 11-11 grammes, or 171-4 grains, of silver. 
Really, however, only inconvertible bank notes and Government 
paper were in circulation in that country; and when, in 1879, 
the coinage of sUver was prohibited, Austria-Hungary no longer 
had any standard whatever, since owing to the fall of silver 
in the world market her silver money intrinsically was even 
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less valuable than her already greatly depreciated paper money.^ 
In 1892 — that is, as soon as the state of the Exchequer 
would allow — means were provided for restoring the currency 
to a sound condition. This object could not be achieved by 
a law declaring the paper convertible against silver and 
allowing unrestricted coinage of that metal, for silver had 
fallen still further since 1879. Therefore, by a law dated 
August 2nd, 1894, the gold standard was adopted. The krone 
was declared the reckoning unit; it was enacted that the 
gold piece of twenty kronen should contain 6-09766 grammes 
(94*085 grains) of gold— a little more than the Dutch ten- 
florin piece, which contains 93*320 grains of gold. This is 
the basis on which the Austrian currency is regulated at the 
present day. It was enacted that two kronen should be 
equivalent to one Austrian j?onn. 

To this day, however, no law has been enacted declaring 
the circulating paper money convertible, and consequently gold 
sometimes still fetches a premium in Austria-Hungary. Not 
very long ago this premium was rather heavy. Under the new 
arrangement, a German ten-mark piece should be worth 11*75 
kronen ; in November, 1894, it was actually worth from 12*18 
to 12*54 kronen. Evidently the paper money was very re- 
dundant then, although attempts were made at the time in 
Austria to prove by figures that it could not be so. Figures 
prove nothing in a case like this, for they can only show the 
supply, and not the demand ; ^ money may become redundant 
without increasing in quantity. Whenever standard money 
is at a premium as regards other money — ^we cannot repeat 
this simple truth too often — it shows that the other money is 
redundant. The premium on gold has now (end of March, 
1896) practically disappeared, but its re-appearance will always 
be possible until the paper money shall have been declared 
convertible, and, so far as may be necessary, convertible 
against gold. In the interests of Austria-Hungary it is to be 
hoped that the preliminary steps required for this purpose will 

^ Already in 1878 the paper jfXonn was at a premium as compared with the 
silver jfZomi. Of. Dr. M. Mees’ article in De JrcOTiomisif of 1892 (p. 427), en- 
titled, De toestand mn het muntwezen in Oosfennjh-Hongarije. 

^ In this particular case the figures are not satisfactory even as regards 
supply. Of. Dr. Zxjckebkahdl’s o^vtiole iigi the Hmdwdrterbuch der Staats- 
wissenschaften {Erster Supplementbandj -p. 6e5). 
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not take too long. Of these, the principal one is the calling 
in of the Government paper. Authority for this is provided 
by three laws, dated July 9th, 1894, which do not, however, 
sanction the withdrawal of the whole, but only of the greater 
part, of the paper in circulation. Once the whole of this has 
been withdrawn it will depend upon the Bank whether there 
shall again be a premium on gold or not. We have already 
observed that a sound banking policy can do much in this 
respect, even though the currency be in an unsatisfactory 
state. 

§ 4 

Holland and her Colonies 

Holland too has experienced many changes in her currency, 
partly through her own fault and partly owing to causes over 
which^ her Legislature has had no control. Let us first trace 
the history of her money of account. What has been the 
origin of the Dutch gulden^ consisting of 20 stuivers^ formerly 
of 8 duiten or 16 penningen, now of 5 cents each ? 

In the county of Holland, as elsewhere, money used to be 
reckoned in pounds (ponden), shillings {scJielUngen), and pence 
(penningen). But there was another coin in use too,— the 
groot, also called the Flemish and equivalent to 8 

penningen. Thus the Dutch pound was another name for 30 
gwoten. 

As early as the fourteenth and fifteenth centuries double 
grooten came into use. Subsequently they were known as 
phihhen, then as CTomstaeTten^ and finally as stuiveTs. Since 
the groot was worth 8 Dutch penningen, the double groot or 
stuiver was worth 16 penningen. This brings us to the 
monetary system of the Repubhc, It only remains to explain 
how the name of gulden has come to be appHed to the sum of 

stuivers. 

The explanation hes in the fact that, in 1388, Duke 
Albrecht caused a gold coin (a gulden) worth 40 grooten to be 
struck. As the money of account became debased this coin 
acquired a higher value expressed in such money; but the 
custom of coining guldens (i.e. gold pieces) of 40 gwoten con- 
tinued, each successive issue of course containing a smaller 
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quantity of gold^ — that of 1388 contained about 61*7 grains; 
the gold /orm of the Emperor Maximilian about 38-9 grains; 
the Carolus of 1620, 27*3 grains of gold. All these coins were 
issued as equivalent to 40 grooten. It was probably through 
this custom of issuing gold pieces, which at the time of their 
issue were exactly equal to 40 grooten, that the habit arose of 
substituting the shorter designation of “ gulden for the ex- 
pression “ 40 grooten/' It was not until 1542 that a silver 
coin representing 20 stuimrs or 40 grooten was coined, the 
probable cause of its issue being, that the gold piece of that 
value had become too small for use in commerce. The new 
coin was the silver carolus, the first silver gulden. 

The following table shows the quantity of silver contained 
in the pound Dutch of 30 grooten in different years : — 


Year. 


Grains. 

Year. 


Grains. 

1336 . 

, 

. 1323-9 

1489 . 


223-3 

1371 . 


945-8 

1490 . 


356-6''! 

1388 . 


494-8 

1494 . 


252-9 

1396 . 


450-4 

1500 . 


239-3 

1432 . 


374-8 

1519 . 


225-7 

1450 . 


399-8 

1520 . 


222-9 

1480 . 


264-9 

1542 . 


219-9 


It has been stated above that in 1642 the silver carolus was 
struck. This coin was issued as equivalent to 40 grooten^ 
and contained 293 grains of fine silver, nearly twice as much 
as the* Dutch gulden of the present day. 

The debasement of the money of account went on for 
many years after 1542. The nature of the process has 
already been described. The nominal value of existing coins 
was being constantly increased, and by reason of this the 
quantity of silver represented by a gulden of 20 stuivers was 
growing less and less. The silver carolus, containing 293 
grains of silver and originally issued for 1 gulden, had its 
nominal value increased to 1*8, 1*10, 1*13, and gulden 
in 1579, 1581, 1586, and 1610 respectively ; the effect of 
the last of these variations being to reduce the silver weight 
of the gulden to 154*3 grains. But now the period of debase- 


^ This temporary improvement was due to the Emperor Maximilian 
“reducing the value of money.” Cf. ante, p. 413. 
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ment was nearing its end ; from 1645 onwards the gulden 
remained approximately at its metallic value.^ No silver 
coins of exactly 20 stuivers in value were struck between 
1542 and 1681 ; during the whole of this time the gulden 
was only money of account, as used to be the case with the 
pound Dutch, and as is still the case with the pound Flemish. 
On September 25th, 1681, however, the Legislature of the 
province of Holland resolved upon the coinage of guldens. 
In 1686 that province concluded a convention with the 
provinces of Gelderland, Utrecht, and Overijssel, by which the 
gulden was declared current in those three provinces as well ; 
and by a Proclamation of the Dutch States-General, dated 
March 17th, 1694, it was enacted that, throughout the whole 
of the Netherlands the gulden should be coined on a uniform 
basis, viz. that accepted by the above convention. Its weight, 
according to that convention, was to be 200 azen^ or 148*3 
grains.^ This arrangement remained in operation till 1839, 
when, for reasons to be mentioned presently, a lighter gulden 
of 145*8 grains of silver was introduced. This -Gclb gulden 
of the present day. When we remember that in 1336 the 
pound of 30 grooten a metallic value of 1328*89 grains 
of silver, so that at that time 40 grooten were the equivalent 
of 1765*19 grains of silver, we find that the weight of the 
coinage of Holland is now one-twelfth of what it was in 
1336. 

It will be seen that silver was the sole standard metal in 
Holland both in the Middle Ages and during the Eepublic. 
Gold coins were struck, it is true ; but either their value 
fluctuated, or they were not legal tender, or they were coined 
in such small quantities that their presence could not exercise 
any influence upon the general condition of the currency. 

^ Of. Proeve eener geschiedenis van het BanJcwezen in Nederland gedurende 
den tijd der Be^uhlieh, by Dr. W. C. Mees, Kotterdam, 1838 (p. 275). 

2 The old table of weight used to be as follows : — 

The Dutch pound troy= 2 mark 
1 inark== 8 onzen 
1 ons=20 engelsen 
1 engels=32 azen. 

According to Van Swinden {Qoud en Zilver, 1811), the pound contained 
495*16772 grammes (i,e. 7,594 grains) ; so that the aa5=0*04806 grammes {i.e. 
0*74156 grains). 
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Nevertheless, about the middle of the eighteenth century there 
came a moment when it looked as if the currency of Holland 
were about to undergo the same change as that which took 
place in the currency of England in the same period. 
Through custom, the ducat, though not a coin of legal tender, 
had come to be exchangeable at the rate of gulden, a rate 
which had gradually become far too high, owing to the in- 
creasing rapidity of the fall of gold relatively to silver; for 
this rate of exchange corresponded to a ratio of 14*71 
between the two metals,^ while, as will be remembered, that 
ratio, during the first sixty years of the eighteenth century, 
had gradually diminished to 14*14. Geesham's Law was 
already beginning to operate ; gold had begun to flow in and 
silver to flow out in large quantities. The Government took 
various measures to stop this in 1749 and 1750. It forbade 
the exportation of silver, and warned the people expressly that 
the ducat was no legal tender. Ear more effectual, however, 
than these measures in furthering the designs of the Govern- 
ment was the rise in the value of the gold which, as we 
know, followed shortly after. Silver remained the Dutch 
standard until the end of the Republic, as it had been from 
the earliest times. 

This state of things was to change, however. The annexa- 
tion of Holland by France affected the Dutch currency, inas- 
much as the French coinage now became current in Holland 
as well. Napoleon left the Dutch coinage undisturbed on the 
basis of 2*10 francs to the gulden. When Holland recovered 
her independence, a new currency law had to be enacted; 
this was done on September 28th, 1816. Under this law 
all Dutch money then in circulation continued to be legal 
tender, and two new coins were introduced, viz. the gold 
ten-gulden and five-gulden pieces. This did not at jfirst 
amount to a genuine application of the double standard, for 
those who sent gold to the Mint to be coined had to obtain 
a special permit on each occasion. Gradually, however, the 
Government became more and more liberal in the granting 
of these permits ; while the law of 1816 remained unamended 
the double standard was in operation in Holland. 




^ The. ducat contained 71-42 azen, and 14 . 71 . 

71 * 4 :^ ' 
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It would be an impossible task to show exactly what the 
metallic value of the Dutch gulden was in 1816, and even for 
a long time afterwards. 

Holland was united at that time to Belgium, where money 
was reckoned in francs. By article 15 of the law of 1816 it 
was enacted that 47^ cents should be equivalent to 1 franc 
in the Southern Netherlands. The franc was then both 
69*435 grains of silver and 17*089 grains of gold. The 
Dutch gulden thus came to repre^t 146*893 grains of the 
former or 9*480 grains of the latter metal. 

But by that very same law the silver gulden of the 
Eepubhc — the gulden of 200 azen or 148*281 grains of 
silver — v^'as retained, and the ten-gulden piece which had 
been introduced contained 93*444 grains of gold. In virtue 
of the law of 1816, therefore, the gulden came to represent 
146*893 grains of silver or 9*480 grains of gold in the south, 
and^ 148*281 grains of silver or 9*344 grains of gold in the 
north. And we can arrive at yet another metallic value for 
the gulden at that period if we take as our standard the 
coins in common use. For Dutch silver money in those 
days was in the same condition as Enghsh silver money 
before the Eecoinage Act of 1696, that is to say, it was 
worn and chpped. In 1820, guldens of full weight fetched 
a premium of from 5 to 7| per cent. A certain descrip- 
tion of coins contained, as a rule, only 141*030 grains of 
silver to the gulden^ as was ascertained by an inquiry in 
1822. 

The real ratio between gold and silver coincided approxi- 
mately with that adopted by the French law of 1803, viz. 
15*5. But the legal ratio adopted in the north of the 

country was or 15*87 ; consequently the gold pieces 

struck in conformity with the law of 1816 were quite 2 per 
cent, too light ; instead of 93*444 grains, the ten-gulden piece 
should have contained 95*67 grains of gold. Such errors 
cannot be committed with impunity under the operation of 
Gbesham’s Law ; in this, as in other similar cases, the penalty 
was banishment for all the money that was not overrated. 
The gold coinage was overrated, for one ; so was the clipped 
and abraded silver coinage. Accordingly, the fuU- weight silver 
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coins were exported, and for a while the metallic money 
of Holland consisted entirely of ten-gulden and five-gulden 
pieces and under-weight silver money. 

That things should have taken this course was disconcerting 
to the Dutch Legislature, who had never meant to abandon the 
silver standard. They saw that the legal ratio of 15*87, which 
had been adopted in 1816, would have to be reduced, and 
they adopted the cheapest, but not the best way of reducing it. 
The best way would have been to call in the existing gold 
pieces and issue heavier ones in their stead ; those coins were 
too light, and that alone caused the full-weight silver coins to 
leave the country. But having regard to the unsatisfactory 
state of the national exchequer, the Government of the day 
was not disposed to incur an expense which it could avoid. 
It saw another way of achieving its purpose. By a law 
dated March 22nd, 1839, the gulden was reduced from 
148*281 to 146*813 grains, the efiect of which was -,to 
reduce the ofiicial ratio between the two metals from 16*87 
to 15-60.V 

Any one acquainted with the financial history of Holland 
will know that about the year 1844 a great change for the 
better took place in the condition of the public finances of that 
country owing to measures adopted by the then Financial 
Minister, Van Hall, and other causes. Serious thoughts of, 
reforming the coinage could therefore be entertained. The old 
silver money still remained in circulation. A law dated May 
22nd, 1845, enacted that this money should be called in ; not 
less than £7,166,000 worth of it was accordingly withdrawn ' 
from circulation. A few years later a new and even more 
drastic measure was adopted. All this time, the bimetallic 
system had remained in operation, and gradually the con- 
viction grew that it was not the best system, especially for 
such a small country as Holland. But which of the two 
metals ought to be abandoned, silver or gold ? After long 
hesitation and a great deal of controversy it was decided by 
a small majority to abandon gold. By a law dated November 
26th, 1847, the single silver standard was restored in Holland, 

^ Interesting information as to the events which preceded this measure will 
be found in Dr. W. E. Schimmel’s GescUedkundig Overzicht van het MunU 
^^?e 2 e% m Nedertad (Amsterdam, 1882), pp. 109-129. 
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and in June 1860 full eSect was given to that law by the 
demonetisation of gold.^ 

The system introduced in 1847 remained in undisturbed 
operation for quite twenty-five years without a single proposal 
being made for its alteration in any respect. The consequences 
of the mistaken choice which the Legislature had made could 
not be foreseen at the time, but were to appear later. So long 
as silver retained a fixed value in relation to gold, Dutch money, 
though somewhat heavy to handle, was in a perfectly satis- 
factory condition. There was a single standard; the coins in 
circulation were of full weight and fineness ; they were also of 
pleasing exterior, for the currency legislation of 1847 included 
provision for a new issue of divisionary coinage. Quite early 
in the period, moreover, uniformity of currency had been 
achieved between Holland and her East Indian colonies, 
where, by a law of May 1st, 1854, the coinage was regulated 
omthe same basis as in the mother country. The reform of 
the Indian currency was indeed sorely needed ; never before 
had that colony enjoyed the possession of a sound monetary 
system. Amongst the wrongs committed by Holland against 
her East Indian colonies was that of flooding them with copper 
coinage : between 1816 and 1843 alone, no fewer than 
4,700,000,000 duiten^ were coined for the use of Java and 
the other East Indian possessions! That copper money de- 
preciated considerably; silver fetched a premium of 12, 16, 
and sometimes as much as 32 per cent. Further deprecia- 
tion was prevented, it is true, by an Order issued in 1846 
by Governor - General Kochussen; but notwithstanding . the 
improvement thus efiected, the Dutch East Indian currency 
remamed in a very unsatisfactory condition until 1864. In 
that year a law was enacted under which the duiten 

were declared exchangeable for silver money, and this oppor- 
tunity was utihsed to the nominal value of £2,737,000. The 
reform of the Dutch East Indian currency cost the Exchequer 
a sum of £1,650,000, but it was worth the sacrifice. That 
the Dutch East Indian colonies have been provided with a 


^ The total cost of the reforms of 1845 and 1847 was about £833,000. Cf. 
Ferslag mn al het verrigte tot Jierstel van het Nederlandsche muntwezen, by Pr. 
A. Vrolik (Utrecht, 1863), p. 185. 

® The about half a farthing. — A. A. W. 
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sound currency, one wMch is practically the same as that 
of the mother country, has been a source of advantage to 
both.^ 

Apart, however, from the fact that, combined with the 
reform just referred to, it brought about uniformity of currency 
between Holland and her East Indian colonies, the currency 
laws of 1847 had the further merit at that time of establish- 
ing uniformity of standard between Holland and most of the 
other countries of Europe. Eor about the middle of the present 
century there were no countries — ^if we except Great Britain 
and Portugal — ^where the single gold standard was in opera- 
tion ; and even in countries where the double standard was 
nominally applied, only silver money was current. Regarded 
in this light the choice made in 1847 had much to commend 
it. It brought about a fixed par of exchange between Holland 
and most other countries. 

This state of things changed very soon, however. ^We 
have described the important change which took place in the 
French monetary system after 1850. Silver has been con- 
stantly losing ground during the second half of the nineteenth 
century. The Resolution of the Monetary Convention of 
1867 alluded to above, made it probable that ere long silver 
would nowhere be standard metal in Europe. Circumstances 
have not been favourable to Holland. She placed her currency 


^ It is to be observed, however, that the work of redeeming the copper 
coinage in the Dutch East Indies has not yet been carried far enough. Many 
duiten remain in circulation, with the result that Butch East Indians have 
occasionally to make considerable sacrifices in order to obtain silver money. 
The statutory period of convertibihty was too short, the number of receiving- 
offices too small, and not all the residents realised the nature of the opportunity 
afforded them. Measures are now bemg devised to remedy these mistakes. Cf . 
(1) Tijdschrift voor Ned>, Indie (June 1876), which contains an interesting article 
by Br. S* G. W. Nbdeebuech ; (2) Memorie van Antwoord op het Voorloopig 
V&rslag der Tweede Kamer betreffende fiet Wetsontwerp tot Verhooging van het 
Maximum Bedrag der in Indie uit te geven Zilveren pasmunt (Zitting, 1889-1890, 
Gedrukte Stukken No. 154-155) ; and (3) Koloniaal Verslaag (1895), p. 207. 

The best sources of information concerning the history of the currency in the 
Butch East Indies are : Muntwezen van Nederlandsche-Indie (1851), by Br. W. 
Mees ; Toelichting en Verdediging van enhel daden van mijn bestuur (1853), 
by Rochtjsseh ; and Handleiding tot de Kenms van hel Staats — en Adm. Recht 
van Ned, Indie, by J. he Loutbe (fourth edition, 1895), pp. 435-443. 

[The measures alluded to in this footnote have since, in the year 1900, been 
fuUy carried out. — ^A. A. W.] 
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on an excellent footing in 1847, but unforeseen events obliged 
her to alter it again. She has thus presented to other countries 
an appearance of fickleness in currency matters ; and yet one 
can trace a certain constancy in the course which she has 
pursued. She only abandoned the silver standard when she 
was absolutely forced to do so. Her sole fault has consisted 
in failing to understand the signs of the times until it was 
too late. She has clung too long to tradition, and has failed 
to introduce a reform when she might have done so at little 
cost, whereas now it would cost her millions to introduce the 
same reform. 

The Government have been in no way to blame for this. 
As long ago as October 30th, 1872, they appointed a Com- 
mission,^ which set to work at once in good earnest. This 
Commission issued two Eeports in succession. The first, 
dated December 28th, 1872, recommended that, for the time 
being, action should be limited to what was then being done in 
Germany, viz. that the coinage of silver should be prohibited 
and that of gold permitted. But no sooner had it become 
known that Germany had decided to abolish the silver standard 
than the Commission, in a second Eeport dated June 26th, 1873, 
recommended that Germany’s example should be followed in 
this also. The Eeport pointed out that silver was about to 
sufier a considerable depreciation, which would expose it to 
much greater fluctuations in value than it had experienced 
before ; that to retain it as the standard metal would be a 
great mistake, seeing that fixity of value is a primary requisite 
for any standard of value. Bills contemplating a complete 
reorganisation of the currency were drafted by the Commission 
and embodied in their Eeport. 

How far were these recommendations acted upon ? 

A part of what the Commission had recommended in their 
first Eeport was put into practice at once. By a law dated 
May 21st, 1873, the Government were empowered to prohibit 
the coinage of silver until November 1st of that year, a date 
which was subsequently extended to May 1st, 1874. Unim- 
portant as this measure appeared, its real significance was great. 


^ The Commission was composed of Messrs. P. P. vax Bosse, A, Vbolik, 
W. C. Mees, S. Visserixg, and A. B. VAisr Kiemspijk. 
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Holland had now broken with silver as a standard metal, and 
thus prevented the value of her money from continuing to 
fluctuate with that of silver. Her silver coinage became 
token money, in the same way as the five-franc piece and 
the thaler become token money. But the silver standard 
was not to be abandoned without introducing something to 
supply its place. The Government therefore adopted the re- 
commendation of the Commission to introduce the gold standard 
and demonetise silver. At the end of February 1874 a 
general debate took place upon this proposal in the Second 
Chamber. 

On March 2nd following, it was rejected by a small majority. 
The reasons for its rejection were various. Amongst them, no 
doubt, was the desire not to loosen the bonds which it had cost 
so much to establish with the Indian colonies. The Govern- 
ment, it is true, had declared that the monetary legislation 
regarding the Colonies remained an open question, but^he 
Report of the Commission expressly affirmed, and it was the 
opinion of many throughout the country, that the single gold 
standard was not adapted to a country like Dutch East India ; 
and there were many who refused to admit even the possibility 
of a severance of the union which existed between Holland and 
her colonies in the matter of currency. 

Discouraged by so unfavourable a result, the Government 
allowed the period, for which the coinage of silver had been 
prohibited, to elapse without making any immediate proposal 
for its renewal. From May 1st, 1874, therefore, the coinage 
of silver was once more permitted. 

Then followed a complete verification of what the Commis- 
sion had foretold in the event of silver being retained as the 
standard metal. By December 20th, 1874, silver had been 
coined to the value of nearly £2,667,000. Fortunately, the 
bulk (£2,083,000 worth) of this was silver which the Nether- 
lands Bank had purchased under the earlier laws, and as it 
returned to the vaults of the Bank directly it left the Mint, its 
coinage had no effect on the volume of money in circulation. 
The balance of £584,000, however, was new metal, imported 
for the purpose of being coined, and the amount would have 
reached a much higher figure but for the intervention of 
Parliament. The coinage of silver would have continued so 
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long as the Dutch gulden was worth more than 145*813 grains 
of silver bullion. The fall in the price of silver continued, as 
we know, for a long time; it is therefore difficult to say how 
many millions’ worth of that metal would have poured into 
Holland. 

Every one knew that this state of things called for new 
legislation. By a law dated December 3rd, 1874, therefore, 
the Mint was once more closed to silver, and it has remained 
so ever since that law came into operation. On several 
occasions, when the period of prohibition has been on the point 
of expiring, it has been extended. Not until December 9th, 
1877, was it enacted that '' Authority to coin silver, otherwise 
than for the account of the State, shall be suspended until 
such time as may be determined hereafter by law.” 

Something more was needed, however, than the re-closing 
of the Mint. The silver standard had been abandoned, but 
thcflgold standard had not been adopted. Holland, therefore, 
had no longer any standard at all ; there was no longer any 
metal whereby the value of her money might be regulated. 
Her token money had become an article unique of its kind, 
with nothing to check or limit fluctuation in its value. Not 
that it could depreciate indefinitely ; for it could not fall below 
the value of 146*81 grains of silver. In all other respects, 
however, it was left entirely to itself. The evil effects of this 
soon declared themselves. In the beginning of 1875 a thing 
happened which astonished many people at the time. The 
value of Dutch money rose in the foreign exchanges, while the 
metal of which it was composed suffered an almost con- 
tinuous fall ! This certainly proved how completely the two 
articles, the finished product and the raw material, were 
divorced so far as their value was concerned ; but it also 
proved how necessary it then was that further legislation 
should be enacted. 

The law of June 6th, 1875, was intended to meet this 
necessity. It re-introduced the ten-gulden piece, which, how- 
ever, contained only 93*320 instead of 93*444 grains of 
gold, the weight of the corresponding coin of 1816. The 
Legislature had, in fact, assumed three possibilities. These 
were, that England might some day reduce the sovereign from 
113 to 112 grains ; that Germany might raise the twenty- 
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mark piece from 110 to 112 grains, and that instead of 
twenty-franc pieces the Latin Union might coin twenty-five- 
franc pieces, which would then also contain 112 grains of 
gold. If these three wishes are realised, and if Holland then 
proceeds to the coinage of gold pieces of 12 gulden, these latter 
will be equal to a pound sterling, to 20 marks, and to 25 
francs ! What advantage of any importance would result 
from this has not been stated. 

The introduction of the law of June 6th, 1875, took place 
at a time of constantly increasing demand for money. It 
appears that from 1866 to 1876 the demand for money of all 
kinds in Holland rose from, say, £17,000,000 to £25,000,000. 
So long as this demand kept growing, no serious danger 
threatened the currency of Holland. Her token coinage 
could not become redundant, since there was not even 
enough of it ; the possibility of a dearth of money was 
equally remote, by reason of the opportunity afforded for, the 
coinage of gold. At the end of August 1880 the Nether- 
lands Bank had a gold reserve of £6,670,000; and with 
such a reserve, what had Holland to fear ? In the event 
of the demand for money going down again, there would be 
£6,670,000 in gold available for exportation. 

And yet, by January 1883 — ^that is, within two years — 
this reserve had dwindled down to £417,000. Various 
causes had combined to bring this about. The increase in the 
demand for money had at length come to a stop ; the silver 
reserve of the Bank, which on July 11th, 1878, did not 
exceed £5,833,000, had increased to £7,667,000; the Govern- 
ment had issued treasury bills for considerable sums, and the 
greater portion of these bills had been discounted at the Bank, 
thus causing an increase in the uncovered note circulation 
of the Bank. The two things combined caused £6,260,000 
in gold to be exported. 

It became clear that the Legislature would have to take 
the currency question in hand once more. The law of June 
6th, 1875, was directed against dearth, against ajppreciation 
of the currency; it provided means for preventing the gulden 
from ever being worth more than 9*332 grains of gold. The 
danger which threatened now was of the opposite kind, viz. 
depreciation. Supposing that after the four hundred and odd 
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thousand pounds in gold still remaining at the Bank had 
disappeared, there were still a redundancy of money (caused 
by an influx of silver from the Dutch Indies, for instance), 
how should this danger be averted ? The only way would be 
for the Bank to reduce its uncovered note circulation. But 
a Bank can only do this by decreasing its credit operations; 
that is to say, either refusing to grant loans, or asking such 
a high rate of interest as would cause many to dispense with 
the services of the Bank. Either course is detrimental to the 
public welfare. 

The Dutch Government recognised this after some time. 
Accordingly, on April 27th, 1884, a law was passed which 
may be regarded as the complement of that of 1875. It pro- 
vided that, as soon as the state of the currency should render 
such a step necessary, the Government should have power to 
demonetise 26,000,000 gulden (say, £2,083,000) in silver and 
to §iell the same. In view of what has been stated above, it 
will not be necessary to explain this law any further. It 
provides a safeguard against depreciation of the Dutch cur- 
rency in the event of the need for such safeguard arising. 
Up to the present this need has not arisen. The stock of 
silver money in the Netherlands Bank, after reaching and re- 
maining for a brief space of time at the figure of £8,333,000, 
now amounts to about £6,667,000, a figure which, though 
high, is not excessive. So long as it does not increase con- 
siderably, there need be no fear of a depreciation of silver 
money. 

On April 27th, 1884, a further law was sanctioned having 
reference to the currency of Holland. It dealt with the issue 
of Government notes. 

The issue of notes of this kind in Holland took place for 
the first time in connection with the reform of the currency 
between 1845 and 1850. The law then permitted limited 
amounts of these notes to be put into circulation in order to 
enable the old silver currency and afterwards the gold currency 
to be called in without much expense to the Government. 
The notes were paid to those who brought coin to the Mint 
for demonetisation, but were to disappear from circulation 
within a short time. After the gold had been demonetised, 
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however, it was found that the notes were greatly liked as 
money. They filtered back very slowly. Then it was decided 
to give them a permanent place in the currency of Holland. 
Under the provisions of the law, the old notes had to be 
withdrawn, but on April 26th, 1862, the Government was 
authorised to issue new notes of 10, 60, and 100 gulden to 
an amount not exceeding 10,000,000 gulden (£833,333). 
This maximum was raised to 16,000,000 gulden (£1,260,000) 
by the law of April 27th, 1884, just referred to. 

The provisions at present apphcable to these notes are 
as follows. They are exchangeable for cash at the Netherlands 
Bank, but the Government must enable the Bank to cash them. 
In order that the Government may at all times be in a posi- 
tion to do so, sums of 4,344,700 gulden in 3 per cents, and 
18,788,000 gulden in 2|- per cents, have been inscribed in the 
Eegister of the National Debt, under the title of a Fund 
for ensuring the Convertibility of Government Notes against 
Coin."” The Finance Minister has authority to raise money 
on this stock whenever the state of the Exchequer shall 
render such a step necessary, as a result of the redemption 
of the notes against specie.’ V Subsequently, by the law of 
August 7th, 1888, renewing the Bank charter, the Nether- 
lands Bank was empowered to advance the necessary sums to 
the Government on the aforesaid security. 

These provisions would afford ground for many objections 
but for the fact that the law of August 7th, 1888, contains 
two important clauses, which would enter into operation if 
ever the State were to decide to issue notes beyond the 
amount of 16,000,000 gulden. In that case the Bank would 
have no authority to advance money to the State to enable 
the notes to be cashed, and the State would forfeit its share 
in the profits of the Bank. It is therefore very unlikely 
now that the present maximum wiU again be raised, and 
no serious objection can be made against a circulation of 
15,000,000 gulden (£1,250,000) in Government notes. 

It was strange, nevertheless, that a decision increasing the 
uncovered paper circulation should have been taken just at 
a time when it appeared necessary to guard against redund- 
ancy of money. It was thought by many at the time that 
the new notes would displace a corresponding amount in 
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notes issued by the Netherlands Bank, and that for that 
reason they would not displace any gold or silver money. 
But the fact that these notes displace bank paper does not 
suffice to prevent, their displacing gold or silver ; they must 
displace uncovered bank paper. As the circulation of such 
paper chiefly originates in discounts and loans, and as the 
demand for credit was not diminished by the issue of the 
Government notes, the new paper did actually produce in- 
creased redundancy of money in Holland. It was only the 
slightness of this increase that justified the raising of the 
maximum issue in 1884. 

§ 5 

The United States of America 

The United States of North America occupy far too im- 
porljant a position in commerce to permit of our passing over 
their currency legislation without comment. Surely no country 
has exercised a greater influence in currency matters gener- 
ally in the course of the nineteenth century. The increased 
gold output of America after the year 1848, her increased 
silver output in our own time, the issue of paper money 
during the Civil War, how that paper money was made con- 
vertible after the termination of the war, — all these facts have 
had an important influence on the monetary systems of the 
world. 

It is only since 1792 that America has had a Mint of 
her own. It was then, too, that the currency was regulated. 
The dollar was accepted as the reckoning unit. Silver dollars 
of 371-09 grains, and gold pieces of 24*69 grains per dollar 
were to be coined. Consequently the double standard, with a 
ratio of 1 : 15*03, was adopted. 

This ratio was too low, however, and became increasingly 
so with the almost uninterrupted rise in gold which took place 
in the course of the nineteenth century. To provide against 
this a measure was adopted, which strongly resembled that to 
which recourse was had in Holland in 1839. In Holland the 
ratio was too high, and the silver money was reduced in 
weight. In America it was too low, and the gold pieces were 
reduced. This happened in 1834. On June 28th of that 
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year, the dollar was reduced from 24*69 to 23*19 grains of 
gold, a weight which was increased to 23*21 grains under the 
currency law of January 18th, 1837. The ratio between 
20*21 and 371*09 is as 1:15*99, and the mean ratio 
between gold and silver in the world market from 1831 to 
1840 was 15*75, and from 1841 to 1850, 15*83. The 
difierence between the accepted ratio and the real ratio did 
not suffice to prevent a considerable quantity of silver being 
coined between 1834 and 1846 ; but a change in this respect 
took place when the production of gold increased, and the 
ratio between the two metals decreased steadily in conse- 
quence. The coinage of gold became strongly preponderant. 

Then, with the Civil War, came the issue of Government 
notes, which were declared irredeemable in January 1862. 
They sufiered considerable depreciation, so that on July 11th, 
1864, 100 dollars in gold were equivalent to 285 dollars in 
notes. After the war, matters improved, it is true, but it was 
long before the notes were again at par — in other words, 
before the premium on gold had disappeared. For it was 
not until the law of January 14th, 1875, that the ^‘Green- 
backs ’’ — as these notes were called— were declared redeemable 
against specie, and it was provided that the redemption 
should not begin until January 1st, 1879. 

But to return to the monetary system. The law of J anuary 
18th, 1837, confirming the double standard still remained 
operative. The decline in the ratio between the two metals 
below the accepted figure of 15*99 had previously forced silver 
out of circulation ; but as early as 1873 the ratio rose to 16*29,^ 
and a further rise was expected. North America then did 
what many other countries had done already. By a law dated 
February 12th, 1873, she prohibited the coinage of silver 
otherwise than into divisionary money and trade dollars. 

Soon, however, there arose a party in the United States to 
whom this measure proved a source of anxiety. What they 

^ The ratio between gold and silver is obtained by dividing the London price 
of silver (expressed in pence) by 943. One ounce of gold, troy- weight, yields 
£3 : 17 : 10 J in sovereigns, i.e. OSlfd The metal in the sovereign is fine. 
An ounce of silver, however, does not mean an ounce of pure silver, but an ounce 
of silver of the same fineness as the shilling, i.e, -Ilf. Thus the figure 934 J 
has to be multiplied by |||-, and the product is 943, A silver price of 67|d. 

’ per ounce — ^the lowest price in 1873 — gives a ratio of 16*29. 






444: 


ECONOMICS 


PAET II 


feared — ^not unreasonably, as tbe sequel proved — was that the 
strong demand for gold, which would gradually manifest 
itself, might cause a rise in the value of that metal and a 
general fall in prices. For America was not the only country 
that required gold, so said the leaders of this party : Germany 
required it too ; so did Holland ; so did the Latin Union ; 
everywhere in Europe either the silver standard had been 
abandoned or its operation suspended. Would there be gold 
enough to meet all this demand ? Would it not be better 
to give silver a place — ^if only a subordinate place — ^in the 
currency ? 

These views prevailed all the more because it was greatly 
to the interest of the United States as a silver producing 
country to favour measures which would prevent silver from 
depreciating. The result was the acceptance, on February 21st, 
1878, of what was called the Bland Bill,’’ whereby it was 
decJared the duty of the Government to cause to be coined 
every month not less than two million and not more than 
four million silver dollars of the same weight and fineness as 
the previous dollars ; furthermore, to arrange with the Latin 
Union and other countries for the holding of a Monetary 
Conference, intended to bring about the international adoption 
of the double standard on a uniform basis. 

The Monetary Conference took place in Paris in 1878; 
it was followed by a second in 1881, and by a third at 
Brussels in 1892. None of these gatherings led to anything; 
nevertheless, the United States Government persevered in the 
course on which it had entered. The law of 1878 was 
replaced on July 14th, 1890, by the Sherman Act,” which 
entailed a further and considerable increase in the purchases of 
silver. The silver coinage provided for in the previous laws 
demanded a minimum of 18,559,000 oz., and a maximum of 
37,118,000 oz. of silver per annum ; but now 54,000,000 oz., 
or nearly three times the minimum of 1878, had to be 
purchased annually. The total purchases of silver by the 
United States Government under both laws amounted to 
429,000,000 oz.^ The silver production of the whole world 
for the years 1878 to 1893 is estimated to have been 

^ Calculated from data given on pp. 31 and 32 of the Annual Report of the 
Secretary of the Treasury on the State of the Finances for the year 1894. 
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15704 , 000,000 oz., so tKat the effect of the Bland and 
Sherman Acts was to create an artificial demand for just 
about one-fonrth of this production. 

Not all the silver coined in accordance with these Acts was 
put into circulation, and of the silver purchased under the 
Sherman Act only about one-sixth was converted into dollars. 
But practically the whole of that metal got into circulation 
in the shape of silver certificates and Treasury notes, — ^two 
special kinds of Government notes. On July 1st, 1894, 
no less than $461,672,165 worth of these notes were in 
circulation. 

Nowhere has a worse policy been adopted in regard to 
^ currency during the second half of the nineteenth century. One 
can understand a country, which circumstances have placed 
in the possession of a very large quantity of token money, not 
being prepared to incur a heavy cost in reducing that quantity ; 
but what other State has dreamt of creating such mon^y ? 
And yet this is precisely what was done in America. Wishing 
to impose a powerful check upon the movement in favour of 
1 gold, why did she not introduce the single silver standard ? 
Such a policy would, at least, have been logical. The one 
adopted was illogical. It did not abandon the gold standard, 
for it refused to sanction the unlimited coinage of silver dollars, 
and yet it did what was bound to jeopardise the maintenance 
of that standard. 

The rapid growth of the population, combined with the 
considerable extension of the inhabited area of the United States 
in those years, prevented the effects of this mistaken policy 
' from being so detrimental as they would probably have been 

i under other circumstances. If France were to take to coining 

j at the rate of from twenty to thirty million five-franc pieces 

' per annum, gold would very soon begin to pour out of that 

country, supposing that the Bank were willing to part with it 
at par, or else gold would fetch a premium. But the demand 
for money in the United States rose considerably at that time. 
If we may believe the carefully prepared statistics of the 
Treasury Keport ’’ ^ — and many of the figures which it contains 
have been obtained in such a way as to make it tolerably 


I . ■ 1 Cf, 1894 Report, p. 115. 
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certain that they are approximately correct — there were in 
circulation in the United States : — 

In 1878, 115*32 per head, with a total population of 47,598,000 

„ 1882, .22*37 „ „ „ 52,495,000 

„ 1894, 24*28 „ „ „ 68,397,000 

It was more especially between 1878 and 1882 (years of 
great development) that the increase was very strong.^ The 
monetary circulation had previously been very small ; now 
it was considerably enlarged. The total on July 1st, 1878, 
was $729,132,634; on July 1st, 1882, $1,174,290,000; and 
on July 1st, 1894, $1,660,808,708. This represents an in- 
crease of over $900,000,000 dollars in sixteen years, while 
the quantity of silver coin, silver certificates, and greenbacks 
put into circulation under the laws of 1878 and 1892, though 
large in itself, reached a much smaller sum than the above, 
viz/: $524,000,000. 

A period arrived, however, when the policy which had 
been pursued with regard to the currency began to cause great 
anxiety ; this was in the summer of 1893, after the coinage of 
rupees had been stopped in British India, and a great fall in 
the price of silver took place in consequence. The appre- 
hension caused by this fall was attended by a circum- 
stance which gave rise even to far greater uneasiness, and 
that was, that the considerable increase of money which the 
Sherman Act continued to cause had at length begun to tell 
on the stock of gold. The silver dollars, which had been put 
into circulation at much more than their metallic value, 
could not be exported ; neither could the greenbacks or bank 
notes ; nobody abroad would have accepted either the coin or 
the paper as a medium of payment. Any redundancy in the 
circulation, therefore, inevitably resulted in the exportation 
of gold. And the exportation of that metal exercised an 
influence upon a figure whose movements people were 
in the habit of following with peculiar interest. Of the 
$449,000,000 in Government notes issued at the time of 


^ So rapid an increase in so short a time is remarkable, but not unex- 
ampled. As already stated, the monetary circulation of Holland increased 60 
per cent, between 1866 and 1876, viz. from £17,000,000 to £25,600,000. 
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the Civil War, there still remained in circulation $346,681,016 
on January 1st, 1879, the day on which those notes became 
redeemable. The Government did not call them in, but 
made it a rule always to hold a sum of at least $100,000,000 
in gold available at the Treasury to ensure their convertibility. 
There is other gold besides this in the Treasury vaults — ^large 
quantities, in fact ; but at least $100,000,000 worth of 
that metal is supposed to be held exclusively for the 
purpose referred to. This was not enjoined by any law, but 
in the popular mind it was regarded as having the force of 
law, and at first the rule was adhered to. The Keport 
of the Secretary of the Treasury for the year 1894, already 
cited, ^ shows how much gold the Treasury had in reserve 
at the end of each month since June 1878, for the purpose 
referred to; at first it was $103,000,000, but after a few 
oscillations the sum was more than doubled, so that in April 
1888 it amounted to $213,000,000. Then followed a period 


of decline, however. Thus the amount 

In April 

1889 was $197,000,000 

SJ ff 

1890 „ 

186,000,000 

» 99 

1891 „ 

141,000,000 

99 99 

1892 „ 

119,000,000 

99 99 

1893 „ 

97,000 000 

„ September 1893 „ 

93,000,000 


This gave rise to a positive panic, all the more because it 
happened at a time when confidence was greatly shaken by 
the results of excessive speculation. Not every one understood 
the nature of the danger that was threatening ; but a con- 
viction spread through all ranks of society that matters were 
in an unhealthy condition, and that the Sherman Act was 
to blame. The repeal of that Act was strongly advocated, 
and was accomplished on October 1st, 1893, after a vigorous 
and prolonged agitation. How necessary it was for the 
agitation to be brought to a successful issue without further 
delay is evident from the fact that, although the coinage of 
silver had been stopped, the sum held by the Treasury to 
guarantee the convertibility of the notes had fallen as low 
as $54,975,607 at the end of July 1894. The excess of 


1 P. 443, 
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exports over imports of gold reached $80,000,000 ™ 
and $70,000,000 in 1895.1 pt must here he repeated that 
a quantity of money, even when it is not on the mcrease, is 
not guaranteed against redundancy unless it consist entirely 
of standard money, or of paper convertible against standard 
money * for tlie demand for money may dimimsli temporarily or 
permanently .2 The repeal of the Sherman Achwas^ a _ useful 
Lasure, hut it did not undo the mischief which had been 

wronglit from 1878 to 1893. . n j. 

In spite of aU that has happened, the silver party have 
not lost courage. They are strongly represented, more 
especially in the Senate, where, as recently as February 1st, 
1896, a proposal was adopted in favour of the unrestricted 
coinage of silver. On the 14th of the same month, howew, 
this proposal was rejected by 216 against 91 votes m the 
Second Chamber of the Legislature. 

1 The foUowing table shows for each year from 1870 onwards, _ how far the 
exports exceeded the imports of gold, or (the plus sigh indicates 

excess of exports, and the minus sign excess of imports) : 

^ DoUars. Tears. Dollars. 

. • +4?673,184 1883 . • • 

1871 • ■ +39,074,184 1884 . - • 

J-K7 1886 . . • -12,225,619 


Dollars. I 
+ 42,673,184 
+ 39,074,184 1 
+ 57,524,835 
+ 4,958,864 
+ 35,726,286 
+ 39,066,166 
+ 7,655,643 
+ 7,352,983 
- 1,821,911 

- 74,652,495 

- 70,582,239 
-57,795,077 
+ 25,318,551 


- 27,906 
- 35,744,873 
+ 23,565,676 
+ 38,928,827 
+ 3,832,984 
+ 34,116,471 
+ 59,081,110 
+ 6,703,151 
+ 80,409,128 
+ 70,686,645 


2 The most recent data, in fact, point to some diminution. The money in 
circulation in the United States on December 1st, 1896, is reckoned at $22 61 
per head of the population, the population being 70,504,000. 
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BANKING- IN THE PRINCIPAL COUNTRIES 


Great Britain — The Bank of England before 1844 

Our knowledge of the monetary circulation of a country which 
has attained a certain civilisation is very imperfect if we only 
know what coins are current there. For nowadays most pay- 
ments are effected, not in specie, but in notes or cheques ; 
means have even been devised for replacing the latter. The 
total monetary circulation of Holland is estimated at 
£ 25 , 000 , 000 , two-thirds of which consists of notes of the 
Netherlands Bank. 

It is necessary, therefore, that our account of the monetary 
systems of the principal countries should be followed by an 
account of their respective banking systems. But first a word 
as to the sense in which the expressions bank and banking are 
to be understood here. 

There are many kinds of banks, e.g. banks of issue, 
banks of deposit, savings banks, loan banks, commercial 
banks, mortgage banks, and also life-insurance banks. These 
different kinds of institutions have this in common, that they 
are all credit institutions. At that point, however, the relation- 
ship ceases so far as most of them are concerned. Here we 
propose to speak only of those banks whose chief function it is 
to facilitate payments ; of banks which provide society with 
money, or enable it to put such money as it possesses to the 
best use ; in other words, we propose to speak only of banks 
of issue and banks of deposit. 
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Here as in the pievions ehaptei, we ahall b.^ mth G^t 

B.r' Not b^L rea;rs 

in Italy tlSteentli centniy^ and even ancienk Greece 

L"S “anW aepo* ‘-"e’ ^ b':^ 

prJrrsSe^ : 

“TarhS^®“Xglish baniing-w. shall p.es»^y 
that of ScotM “ _ Ijgi, At tt.t time 

S S? e-bed anywhme on«e Sweden 
where such an institution had been estabhshed m . 

Whether that was the reason why bank notes were altogether 
1 In Tt’nffland would be difficult to determine. Long 

teSe Netheflands Eani was established Kotterdam bantos 
betore tne ^ accepted as payment 

Tthe nSoSod, and bore a strong resemblance to bank 
notes We find no record of any similar practice obtaimng in 
England prior to the establishment of the Bank m 1694, but 
S not unlikely that it did. Even at that time there were 
fari tnLg oLes in London, ^be banking b^m« 
in the hands of the goldsmiths, one of whom— so John Loo 
informs us— held balances and deposits to the amount of 
£1 100,000. That notes to bearer may occasionally have been 

issued against tffis sum is quite conceivable. 

The estabhshment of the Bank of England was not 
wsllm^by th, goldmbitH* who saw in t a d^»o™ 

oompetitoi. Tha Bank hmi no ** 

was not until 1833 that it acquired one, and *hen <my 
^bfa a limited ladins. But in 1708 it w» ac^ided a 
by which th. growth, of English banking has b«n 
inflnencd. L that year, the issn. of notes by 

1 a b.™ : I. Hterti • F,““ “ 

Ser ?ork in the Jdhrb^ fUr NaiM-Oehon<m^e, vol. 
p. 329 a seq. 

a Ed. M'CtriiLOCH, p. 223. 

o Tti TJSMnrii nf the Bank of England, p. 7o. 
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any other corporation of more than six persons was pro- 
hibited. The effect of this was to permit the formation 
of banks of issue in England, but oily of small ones, so 
' far as the amount of their capital was concerned. And, as 

we shall see later on, this law was interpreted in a spirit 
less liberal than its text would have justified. Not a single 
large banking concern of any kind whatever made its appear- 
ance beside the Bank of England during a period of 126 
U years. 

Has this institution proved itself worthy of the confidence 
reposed in it by the Legislature? Has it been properly 
managed? These questions do not admit of an entirely 
favourable answer. From the very first, the Bank was far too 
dependent on the Government, by whom the whole of its 
capital of £1,200,000 was borrowed at 8 per cent, as soon as 
the Bank came into existence. And so inadequate was the 
provision which the Bank had made to cover its notes that these 
soon became inconvertible, and were only accepted for 20 per 
cent, below their face value. In the last respect, however, 
matters soon improved; the mistake was probably due to 
lack of experience on the part of the Bank management. But 
the close relations with the Government were maintained for a 
long time, and disastrous results arose out of them at the end 
of the eighteenth century. 

i England, as we know, was then at war with France, 

t In order to provide for the expenses of this war, the British 

Government apphed to the Bank for considerable loans, 
and the Bank was weak enough to grant them to the 
amount of over £10,000,000. What effect this must have 
had on the gold reserves of the Bank will be readily under- 
stood. A bank cannot increase its uncovered note circulation 
— at least not unless that increase coincide with a corre- 
sponding increase in the demand for money — without causing 
just so much paper as it has already issued to become redund- 
ant. The amount of money in circulation becomes excessive. 
The result is, that notes are exchanged for specie, the specie so 
obtained is exported, and the metalhc reserve of the bank thus 
diminished. That is what happened in England. Against a 
sum of £13,000,000 in deposits and notes, the Bank held 
only £1,272,000 in gold. 
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What was to be done under the circumstances 1 It did 
not seem advisable to increase the circulation any further, so 
the Bank decided not to grant any more advances to 
But commerce could not do without the assistance of the 
Ba^ and a panic ensued. Then, by a resdution dated 
Bebruaiy 26th, 1797, and subsequently confirmed by an Act 
If ParSment, the Government /orWe the Bank to cash fis 
own notes in specie. Thus commerce was reheved. On the 
verv uext day, the Bank issued a circular announcing that 
it would continue to discount bills at the usual rate. Bu 
the currency of England had been reduced to a state of chaos, 

from which it was not to be extricated until 1821. ^ 

Thus the Bank note became mconvertible, and it soon 
depreciated. The extent of the depreciation may be seen 
from the following figures. From an ounce troy of standard 
gold! £3;17:10i, or say 3-89 sovereigns, are corned; as 
no seigniorage is charged in England, an ounce of gold-or 
so much less as the coin may have lost 

procurable for £3 : 17 : 10| in bank paper. But in the period 
to which we refer no less than from £4 to £5 : 4s. storlmg m 
paper had to be paid for an ounce of gold. We l^ave pur- 
posely shown the depreciation m tHs form because this is 
Lw it was expressed, a circumstance which has led *0 
misconception. “Paper has not fallen,” said many at that 
time “ but gold has risen.” Eioabdo had to write a pamphlet 
to refute this strange error. It was Hs weU-known treatise of 
1809, issued for the fourth time and with an important 
appendix in 1811, that brought a new light to bear upon the 
theory of money and upon that of foreign exchanges. 

It was long before Parliament took any steps towards the 
reform of the English currency. A Co mmission was appomted 

1 i.e. eleven-twelfths fine. , /t issil 

2 Jbvons, in Ms Investigations in Currency and Finance (London, 1884, 
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1810 

1811 

1812 

1813 

1814 


. . .£450 

1815 . . . . 

4 4 0 

1816 . . . • 

4 10 0 

1817 . . . . 

4 4 6 1 

1818 . . . . 

. 4 15 6 

1819 . . . . 

5 10 

1820 

5 4 0 

1821 . . . . 


£4 13 6 
4 13 6 

4 0 0 
4 0 0 
4 16 

3 19 11 
3 17 lOJ 
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to inquire into the matteij it is true, and duly issued its report 
—the famous '' Bullion Eeport ” of 1810, recommending the 
resumption of specie payments. In 1811, however, Parlia- 
ment by a great majority rejected a proposal embodying this 
recommendation. A further eight years were to elapse before 
wiser counsels prevailed. It was not until 1819 that an Act 
was passed obliging the Bank to make its notes convertible, 
the rate to be £4 : Is. per ounce of gold in 1820, £3 : 19 ; 6 
per ounce in 1821, and finally £3 : 17 : lOJ per ounce (par 
rate) on May 1st, 1823. The par rate was, however, reached 
sooner, and from May 1st, 1821, the notes of the Bank of 
England were once more convertible. 

Only a relatively short time, however, had elapsed when a 
return of the old state of things became imminent. Prior to 
1844 — that is, prior to its being subject to legal restrictions — 
the administration of the Bank was anything but perfect. In 
those years English commerce was shaken by more than one 
crisis, and the policy of the Bank was not calculated either to 
avert the crisis when it was threatening, or to allay it when it 
had arrived. By recklessly increasing its uncovered circulation 
— that is, by granting advances too freely — the Bank per- 
mitted its metallic reserve to fall to £1,260,000 (as against 
a note circulation of £25,000,000) in 1825. A sudden re- 
striction in the discounting of bills and the granting of loans 
was inevitable, and, as in 1797, it produced a veritable panic. 
It may be urged as an excuse for the Bank that it was subject 
at . that time to the provisions of the Usury Law, and was 
therefore not in a position to fix such a rate of interest as it 
deemed best. But this restriction was removed in 1834, 
after which the Bank continued to pursue an equally repre- 
hensible policy. In 1839 matters reached such a pass that 
recourse had to be had to Baring Brothers, who, in con- 
junction with twelve Paris banking firms, procured for the 
Bank of England an advance of £2,000,000 from the Banque 
de France. A further sum of £900,000 was procured from 
Hamburg in the same way, and so the Bank of England was 
extricated from its difficulties by foreign aid. 

All these circumstances produced a strong conviction that 
definite legal provisions were needed in order to compel the 
Bank of England to pursue a better policy. Nor was it 
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for tte Bank of England alone that such provisions were 
needed. Gradually a large number of private banks of 
issue had come into existence ; most of them were small, 
for it was not until 1826 that the legal provision as to 
six members was amended in the sense of being declared 
applicable thenceforward only to banks established within a 
radius of 65 miles from London. The number of these 
banks was so great, and they were in many cases managed 
so badly, that some sort of legal provisions were needed for 
them as well. 

But what ought to be the nature and scope of these legal 
provisions ? This question became the subject of a heated 
controversy which we must discuss, seeing that it occupies an 
important place in the history of our science.^ On the one 
side stood the school of the Currency Theory, on the other that 
of the Banking Principle. The former numbered among its 
adh^ents John Lloyd, better known as Lord Oveestone ; also 
Noeman and Toekens. The latter school numbered Tooke, 
Wilson, and Fullaeton. The victory rested entirely with 
the adherents of the Currency Theory, and it is on this theory 
that the English Bank Law of 1844 is based. 

§2 

Currency Theory and Banking Principle 

The authorship of the currency theory is wrongly ascribed 
to David Kicaedo, although it is to him that we are indebted 
for the grain of truth which it contains. The nature of this 
theory will appear from what follows. 

If, asks Lord Oveestone — ^who was the first to proclaim 
the currency theory, — ^there be no bank notes in circulation 
in a country, can there ever be scarcity of metallic money in 


^ The best works of reference concerning this controversy are Lord 
Overstone’s Tracts and other Publications (McCulloch’s edition ) ; R. 
Torrens’ A Letter to Lord Melbourne and Sir B. Peels Act Explained and 
Defended ; and Tooke’s History of Prices and An Inquiry into the Currency 
Principle ; Fullarton’s On the Regulation of Currencies ; but above aU, 
Extraits des Enquetes parlementaires anglaises sur les questions de BanquCy 
etc., Paris, 1865 (in eight parts). 
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that ooiintry ? Would it be possible, for instance, for the 
balance of payments of such a country to become so un- 
favourable as to cause all the metallic money and bullion 
to be exported ? The answer is, that it would not be possible ; 
for, when money is scarce, its value rises, and prices fall. 
And when prices fall, exports increase and imports diminish, 
until there is sufficient money and bullion in the country once 
more. A nation which does not use bank notes can never, 
in the long-run, have too little metallic money in relation to 
other things. It may be a poor nation, certainly, but its 
capital will always include such a proportion of coined money 
as shall be needful. 

It is different with a country which uses bank notes as 
well as coined money ; for, in such a country, exportation of 
the latter does not necessarily cause scarcity of money. The 
balance of pajunents becomes unfavourable ; considerable 
exports of gold take place ; but at the same time, by granting 
credit, the banks greatly increase their uncovered circulation. 
Will prices fall in this case too ? Will the balance of 
payments change and cause the exported gold to return to 
the country ? There is no reason to expect that it will, 
because no deficiency will have arisen in the monetary 
circulation. In the first of the two cases described, the evil 
cures itself ; in the second, it grows more acute. With a 
mixed circulation — ^that is, with a circulation consisting partly 
of metal and partly of paper — ^the whole of the metal may 
disappear without causing any reduction in prices. 

What then are the means which a country using bank 
notes should adopt in order to prevent the whole of its gold 
from being exported ? The law should prevent the banks 
from substituting paper for the exported metal ; or, better 
still, it should compel them to reduce their uncovered 
circulation in proportion to the exports of metal. Suppose 
the stock of money required in a country to be represented by 
the figure 100, and to consist entirely of gold; if a quantity 
of this money corresponding to the figure 10 were to leave the 
country, there would remain 90, consequently not enough to 
meet the demand, and this of itself would cause prices to fall. 
But suppose the needful stock of 100 to consist of 50 parts 
gold and 50 parts paper. In this case, if, while 10 parts 
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of the metallic money left the coimtry, the paper circulation 
were increased to 60, the total stock of money would still 
remain at 100, and therefore suffice to meet the demand. 
And if a second 10 parts of the metallic money were to leave 
the country and to be followed by a third and a fourth 10 parts, 
while the paper circulation was increased, at first from 60 to 
70, then from 70 to 80, and then from 80 to 90, there would 
always be a sufficient stock of money in the country, and the 
exported gold would not return. This must be prevented. 
A deficiency in the monetary circulation must not be met with 
paper. Measures must be adopted to prevent the possibility 
of the whole of the specie and bullion being drained from a 
country, and the bank notes of that country thus becoming 
inconvertible. 

Such is the currency theory ; now let us examine its 
defects. First of all, it is not true that a bank invariably 
doe^ wrong when it supplies a deficiency in the monetary cir- 
culation by issuing notes. We forfeit one of the greatest 
advantages of a well-regulated banking system when we con- 
form strictly to the currency theory. Suppose, for instance, 
that a crisis has occurred, and that the demand for money 
has greatly increased in consequence. Will it not have a 
salutary efiect i£ the bank of issue is able to meet this 
demand, and would it not be the height of folly to interfere 
with such action on the part of the bank ? Or suppose 
that the corn crop has failed, so that it has become necessary 
to import large quantities of grain for home consumption. 
Is it not an advantage in such a case not to have to part at 
a given moment with large quantities of interest-bearing bonds, 
or cattle, or machinery, or other necessaries, in order to pay 
for the imports of grain, and to be able to pay for them in the 
meantime by exporting precious metal, for which paper can 
be temporarily substituted ? Steps must be taken to ensure 
the return of the exported metal ; but this need not be done 
immediately. A weE-managed bank always has a larger metallic 
reserve than it needs in ordinary times, and of which it will 
therefore be able to spare a part in times of emergency. 
When the time of stress has passed, the bank will gradually 
restrict its credits, thus enabling its metallic reserve to ac- 
cumulate once more. In the meantime it will have rendered 
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a great service to the community, for it will have mitigated 
the adverse effects of the crop failure by enabling them to 
be spread over a more extended period of time. 

There is a second mistake in the currency theory. It is 
not true that, in a country where no bank notes are in circula- 
tion, exportation of specie results in an immediate fall in 
prices and consequently in an alteration in the balance of 
payments. It would be so if bank notes were the only 
possible substitutes for specie ; but bank deposits also serve as 
substitutes for specie. It has already been shown, in the 
chapter on prices, that bank notes and bank deposits differ only 
in form, since both take the place of specie when they are not 
covered by a metallic reserve. Let the needful stock of media 
of payment be represented by the figure 100, and suppose 
it to be made up of specie and bank deposits each to the 
extent of 50. If specie be now exported to the value of 10, 
but the banks at the same time grant credits to their 
depositors to the same amount, how is the fall in prices to 
take place, which the supporters of the currency theory 
declare to be the inevitable result of the exportation of 
precious metal from a country where no bank notes are in 
circulation? A bank of circulation issues notes payable to 
bearer, with which people pay each other. A deposit bank 
credits its depositors’ accounts, and the balances produced in 
this way also constitute a medium of payment. Wherein 
does the difference lie ? The difference, we repeat, is one of 
form only. 

The exponents of the currency theory (with the exception, 
perhaps, of Torrens) never discerned this. Bank notes are 
money, said they, and bank deposits are book entries. But 
we are not concerned here with calling notes and bank 
deposits by their right names : the question is, what functions 
they perform ; whether both do not supply the place of specie ; 
whether both are not capable of supplying a deficiency in 
the specie circulation of a country where the cheque is a 
very common medium of payment. The chief error of Lord 
Overstone and his followers certainly lay in their not having 
understood this clearly. Their doctrine was not founded on a 
true conception of the bank deposit. Between the latter and 
the bank note they sought to establish a fundamental distinction 
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which, does not exist.^ To the credit of their opponents, the 
Banking Principle ’’ men, it must be recorded that they did 
not fall into this error. To them the closeness of the relation- 
ship between the bank note and the bank deposit was perfectly 
clear, and they may be regarded as having rendered a service 
in making it more widely known. If the controversy between 
the two schools had been waged round this point alone, we 
should not have a moment’s hesitation in siding absolutely with 
the latter. But the adherents of the “Banking Principle” 
have erred so egregiously on another point in the controversy, 
that we find it difficult to determine towards which of the two 
sides we feel most attracted. 

The point to which we allude relates to the question as to 
how far a bank can bring itself and the community into danger 
by an excessive issue of notes. The adherents of the “ Banking 
Principle ” hold that no danger can be incurred by either, so 
long as the notes remain convertible.^ Should they cease to 
be so, then indeed too large a quantity of them may get into 
circulation, just as may happen in the case of notes issued 
by the Government, and declared legal tender by enactment. 
But if the bank paper be convertible, how can it ever become 
redundant? What the public has no use for it returns to 
the bank, whose offices are always ready to accept the paper 
in exchange for specie. A bank can only put a definite 
quantity of notes into circulation ; any notes which it issues in 
excess of that quantity get returned to it under an iron law, as 
it were. This is proved by statistics. When we consult them 
we are surprised to find how httle variation there usually is in 
the amount of notes in circulation. It was by Tooke more 
especially that a clear light was brought to bear upon this, and 
his conclusions have been fully verified by later investigations. 

^ We ought not, however, to neglect to mention what George Clare says 
in his Money-market Primer (London, 1893), p. 14 : “To understand how 
differently the note was then regarded, it must he borne in mind that in those 
days a banker’s circulation was his principal liability, and that deposits were, 
in comparison, but a very smaU item. In February 1820, to give an instance, 
the circulation of the Bank of England amounted to £23,000,000, and the total 
deposits to £4,000,000 ; while in February 1890 the figures are : circulation, 
£23,000,000 ; deposits, £35,000,000.” 

® The error fetands out most clearly in Fijllarton, On the Regulation of 
Currencies (London, 1844), more especially pp. 63-65. 
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There is, indeed, a remarkable degree of regularity in the 
demand for bank notes. We do not dispute the contention of 
the adherents of the Banking Principle ” that, so long as bank 
paper is convertible, any quantity of it issued in excess of a 
certain sum gets returned to the bank at once. 

It is strange, however, that people should ever have 
imagined that this constituted a safeguard against the con- 
sequences of imprudent bank management. It is precisely in 
the return of the notes to the bank that the danger lies. If 
the notes did not return, the bank that issued them could 
never get into difficulties. The fact is, however, that these 
institutions give rise to a very serious condition of things if 
they issue notes to excess. 

For how do the notes return ? By repayment of advances ? 
Do we learn from the statistics which Tooke and others have 
compiled with so much care, that when a bank, by granting 
credit too freely, issues paper in excess of the requirements 
of trade, the public repays its outstanding loans, maturing bills 
are met and no fresh ones are discounted, so that in this way 
the circulation is once more reduced? Quite the contrary: 
the statistics show that the redundant notes are offered in 
exchange for specie, or used in purchasing bullion from the bank, 
the specie or bullion being then exported. In this way the 
amount of the circulation continues the same, it is true, but 
its components are no longer the same ; uncovered ’’ is sub- 
stituted for covered ’’ circulation, and the ratio between 
metallic reserve and note circulation becomes less favourable. 
This matter has already been explained, but it is so important 
that we propose to discuss it here once more. 

Besides loans out of its own capital, let us suppose that 
a bank has granted advances to the amount of £10,000,000 ; 
in addition, it has circulated £8,000,000 in notes in return for 
bullion and specie. The bank has now 

a covered circulation of . . . £10,000,000 
an uncovered circulation of . . 8,000,000 

Thus its note circulation amounts to £18,000,000, against 
which it holds a metallic reserve of £8,000,000. It grants 
loans for a further £2,000,000, but the public does not 
require more than £18,000,000 in notes ; the extra £2,000,000 
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put into circulation will therefore cause a redundancy of 
money. It now becomes advantageous to export coin or 
bullion, and that coin or bullion is obtainable at the bank 
in exchange for notes. Certainly the £2,000,000 in notes 
will now return to the bank in accordance with the “ Banking 
Principle.” But will this have no effect upon the position of 
the bank? Its circulation will, before long, be made up 
as follows : — 

uncovered . . . . . £12,000,000 

covered ...... 6,000,000 

The note circulation will remain, as before, £18,000,000, 
but instead of £8,000,000, only £6,000,000 in metal will be 
held as a reserve against it. The bank may pursue this course 
for a long time. It may increase its loans up to £18,000,000, 
the amount of its note circulation remaining all the while at 
the old figure. But how will matters then stand as regards 
metalhc reserve, that is to say, as regards the convertibility 
of the notes ? The whole of the reserve will have been 
exhausted. 

Tooke’s statistics plead against him instead of for him. 
It is just because of there being a limit to the amount of notes 
which a bank can keep in circulation that an excessive paper 
issue becomes possible. For the paper issue becomes excessive 
from the moment that a disproportion exists between the 
amount of notes in circulation and the amount of metal held 
in reserve against them. 

“ The question of banks of issue will always be misunder- 
stood, and all discussion on the subject mere fencing with big 
words, so long as people fail to realise that a bank, when 
issuing paper, is simply an instrument in the hands of the 
public.” Thus wrote a Dutch adherent of the Banking 
Principle ” several years ago.^ So far as concerns the amouM 
of its circulation, a bank is undoubtedly an instrument in the 
hands of the public ; but it is not the instrument of the 
public in the matter of the items which go to make up that 
amount, and it is these, more especially, that one has to con- 
sider, when judging whether a note issue is excessive or not. 

We should not care to give our undivided sympathy to 


CHAP. II 


BANKING IN THE PRINCIPAL COUNTRIES 


461 


either of the two schools referred to, but that of the “ Banking 
Principle ” erred in a more dangerous manner than its rival. 
If it had got the upper hand in England, the regulation of the 
banking system in that country would certainly have been far 
less minute in its character than we now find it ; the Bank 
of England would have been allowed greater freedom of action, 
and it must be admitted that this would have been productive 
of a certain advantage in times of crisis. But would this 
freedom of action never have been abused ? Would the events 
of 1826 and 1839 never have repeated themselves ? Walter 
Bagehot was no adherent of the Currency Theory,” and 
consequently no admirer of the Bank Act passed in 1844 
under the influence of that theory ; and yet he has frequently 
said in his journal, The Economist, when he was its editor, 
that although the Act of 1844 had not prescribed any 
excellent rules, still it had not left it to the discretion of 
the Bank Directors to determine what rules should be obsery^d 
in the management of the Bank, and that this was one of its 
good features. 


The Bank Act of 1844 


Let us now examine the main features of the Act of 1844 
— the Peel Act,” as it is usually called. At first its provi- 
sions related to the Bank of England alone, but in 1845 
clauses were added having reference to the other banks of 
issue. We will begin with those relating to the Bank of 
England. As a justification of the detailed treatment accorded 
to this part of our subject, it is to be observed that the London 
money market is of great importance, and that its condition 
is, as a rule, reflected in the Weekly Return of the Bank of 
England. This Return owes its very peculiar form to the 
provisions of the Act of 1844. 

The principle accepted is as follows. The Bank issues 
notes, and it does other banking business as well. In respect 
to the former it has no freedom of action whatever ; in respect 
to the latter its freedom of action is complete. In other 
words, the Bank is a bank of issue and also a bank of deposit. 
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In the former capacity it is bound by strict rules ; in the latter 
it may do as it pleases. 

The Bank consists of two departments, an Issue Depart- 
ment and a Banking Department. The Issue Department is 
a bank of issue pure and simple ; a bank of issue, however, 
which must not allow its paper issue to exceed a certain figure. 
This department may issue notes up to any figure it pleases, 
so long as the issue is efiected in exchange for gold ; but it 
must not grant credit beyond a certain maximum figure. 
This TnaviTTmTn, originally fixed at £14,000,000, is increased 
whenever any other bank of issue in England or Wales 
abandons or forfeits its right to issue notes. The increase 
amounts to two-thirds of the amount of the uncovered notes 
which such bank was authorised to have in circulation. In 
this way the maximum has by now (February, 1896) grown 
to £16,800,000. Thus the sum of £16,800,000 may be 
inv,ested in interest-bearing securities by the Issue Depart- 
ment. The Act contains no provisions restricting the Depart- 
ment in its choice of investments. It may buy bonds and 
shares, discount bills, or grant loans, according to its dis- 
cretion. 

But the sum standing at the disposal of the Issue Depart- 
ment for all these purposes is smaller than it appears. There 
is an inalienable Government Debt amounting to £11,015,000, 
in which the bulk of the £16,800,000 is invested. The 
balance amounts to £5,786,000 only. Let us see what 
becomes of that balance. The artificial character of the 
whole system will thus reveal itself to us. ■ 

The Issue Department gives this sum to its sister branch, 
the Banking Department, in exchange for £6,786,000 in 
various securities. These securities appear in the Bank Eeturn 
under the heading of “ Other Securities,” immediately below 
the item “ Government Debt.” Both Departments benefit by 
this exchange : the one, inasmuch as it secures an investment 
for the balance of its £16,800,000 ; the other, inasmuch as it 
obtains the disposal of bank notes to the amount of £6,786,000. 
It can employ these in its own business, like any other deposit 
bank that has borrowed money from another institution. The 
transaction might also be described by saying that the Banking 
Department re-discoimts a part of its bills of exchange with 
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the otlier Department, transfers to the other Department a 
part (viz. £5,785,000) of its loan business. 

But the Banking Department receives other notes as well. 
It acts as banker for the Government, to whom it generally 
owes from £4,000,000 to £9,000,000 Public Deposits 
and for many private individuals and corporations, to whom it 
owes variable amounts (“ Other Deposits Of all these 
sums it invests just as much or as little as it deems most 
prudent, and it does so in all kinds of ways. It buys Govern- 
ment securities, it discounts bills and grants loans (the amount 
due to it in respect of such discounts and loans appears in 
the Eeturn under ‘'Other Securities ”), but, like a prudent 
banker, it always takes care that a part of the notes which it 
receives are kept and not invested. For, apart from the com- 
paratively small quantity of specie always kept on hand in the 
Banking Department, the liabilities of that branch are not 
secured by any metallic reserve. If the Government^ or 
any private depositor draws on the Bank for a portion of 
what it owes them, the Banking Department can only make 
use of its stock of notes to meet the demand. It would 
apply in vain for assistance to the Issue Department. That 
branch has already given it all the paper which it is authorised 
to circulate otherwise than in exchange for gold, and must not 
issue a single pound sterling beyond that sum. The foregoing 
shows the principle adopted. Lord Overstone’s theory put 
into practice.^ 


^ The “ Other Deposits,” also called “ Private Deposits,” amounted to 
£25,000,000 sterling at the end of 1885, and to £48,500,000 sterling at the end 
of 1895. They consist to a very large extent of moneys belonging to private 
banks, it being the custom of such banks to deposit with the Bank of England 
such moneys as they are neither obliged to retain for immediate use at their 
own offices, nor disposed to put out at interest. How far the item “ Private 
Deposits ” is made up of the deposits of private banks it is impossible to say, 
for since 1877 it has not been the practice of the Bank of England to publish 
this figure ; the amount must be very large, however. In 1877 aU except 
£11,000,000 of the “ Private Deposits ” consisted of deposits of private banks. 

2 Eor the convenience of the reader we subjoin a balance-sheet of the Bank 
of England, with a few explanatory observations. This is the weekly Return 
for December 24th, 1894. When comparing it with corresponding weekly re- 
turns issued by foreign banks we must bear in mind that assets always appear 
on the right and liabilities on the left hand side of an English balance-aheot. 
In foreign balance-sheets the reverse order is adopted — 
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The stock of money in the Banking Department is called 
the Eeserve/’ ^ and probably no other banking figure excites 
the interest of so wide a circle of persons. Scarcely has the 
Bank issued its weekly Eeturn, when the amount of the 
Eeserve ’’ — ^together, in most cases, with the ratio between 
that amount and the deposits — ^is telegraphed to nearly every 
part of the civilised world. No paper, whose practice it is to 
report on the state of the money market, fails to supply this 
item of information to its readers, and no wonder, considering 
how important it is. Imagine the condition of the London 
market if the Eeserve ’’ were to give out ! The notes of the 
Bank of England might still remain convertible,^ but the Bank 


Government Debt . 
Other Securities (the 
securities taken over 
by the Bank in ex- 
change for notes) 

Gold Coin and Bullion . 


Notes Issued 


Proprietors' Capital 

(undivided profit) . 
Public Deposits 
Other Deposits 
Seven - day and other 
Bills . 


Government Securities 
(to be carefully dis- 
tinguished from the 
Government Debt of 
the Issue Department) £14,936,000 
Other Securities (chiefly 
discounted paper) . 26,616,000 

Notes . . . . 32,093,000 

Gold and Silver Coin . 2,065,000 


The expression Notes Issued would be quite wrong if it had reference to the 
Bank as a whole, for, as the above statement shows, no less than £32,093,000 
of the total sum of £58,367,000 were in stock at the Bank, so that the real 
amount of the Notes Issued was only £26,274,000. But the expression is used 
only with reference to the Issue Department, which is regarded as having as 
little concern with the affairs of the Banking Department as if the latter were a 
separate corporation. 

^ The expression “ Stock of Notes ” is also used, it is true, but in that case 
“ Gold and Silver Coin ” is not included. 

® That is, assuming that it would be permissible for the Issue Department to 
cash the notes, even when the Banking Department was no longer able to dis- 
charge its obligations, which, from the legal point of view, seems doubtful. 
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would be unable to meet any demand for the withdrawal of 
deposits, nor would it be free to increase its credit business in 
the very slightest degree. This would spell embarrassment 
for all those who had counted upon receiving assistance from 
it. In ordinary times sound bills of exchange are regarded 
almost in the light of money, because money can always be 
obtained for them. When people find themselves disappointed 
in this respect, they are apt to become involved in serious 
difficulties. 

The Peel Act had scarcely been in operation three years 
when such a state of things very nearly came about. In the 
autumn of the year 1847 a commercial crisis occurred in 
England. The pecxdiar feature of a commercial crisis is the 
strong demand for money which invariably accompanies it. 
Many people then dispose of their goods, and prefer to do so for 
ready money. Having sold their goods, they keep their money, 
as they have no inclination for investing it. Owing to this,, the 
demand for money is increased in a special degree. At such 
a time a central bank can render signal service, for, by reason 
of the unshaken confidence which it usually continues to enjoy 
even in a crisis, it can easily satisfy the demand for money by 
issuing notes. Under ordinary circumstances a bank, when it 
increases its uncovered note circulation, diminishes its stock 
of gold — that is to say, the metallic reserve which it holds 
against those notes. But in a time of commercial crisis the 
notes are simply kept and stored ; at such a time they serve 
more as an investment than as a medium of exchange. By 
issuing notes extensively at such a time the bank causes no 
danger ; on the contrary, it allays much anxiety. As a rule, 
a crisis is nowhere so acute as in a place where a central bank 
either does not exist, or is hampered by too stringent rules in 
the matter of increasing its note circulation. 

The latter was the case in England in October, 1847, and 
it then became evident how greatly the Peel Act had hampered 
the action of the Bank ; or rather, what a wonderful mixture 
of liberty and restraint the provisions of that Act embodied. 
With regard to deposits the law prescribes no rules whatever ; 
the Bank is free to grant loans on an extensive scale during 
the time preceding a crisis, provided they be effected by 
crediting the borrowers’ accounts in the books of the Bank, and 
VOL. I 2h 
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not by giving tlioni bank notes. But when the crisis has set 
in, and those who have accounts with the Bank apply for notes 
to' the amount standing to their credit, or ask for new loans— 
this time in the form of notes,— loans which the Bank could 
grant more confidently at such a time than at any other, in 
steps the law and says that no single uncovered bank note 
shall be circulated over and above so and so many millions of 
pounds sterling. 

Needless to say, such a rule could not be strictly main- 
tained when its harmful effects were felt. On October 25th, 
1847, the Government allowed the Bank, subject to certain 
conditions, to increase, temporarily, its uncovered note circula- 
tion beyond the statutory amount. Similar permission was 
again accorded on November 13th, 1857, on the occasion of 
another crisis ; and once again, on May 12th, 1866, after the 
failure of Oveeejstd, Gueney, and Co. Thus, on three different 
occasions has the Peel Act been suspended, and on each occa- 
sion has its suspension put an end to the crisis. What a 
curious law, one is tempted to exclaim, which can only remain 
on the Statute Book because the Government allows it to 
remain inoperative at the most critical moments ! 

But we judge the Peel Act too unfavourably when we 
confine ourselves to observing how it operates in times of 
commercial crisis. One good feature of the law is, that it 
obliges the Bank to make proper provision for a metallic reserve. 
Moreover, things which the Act should have prescribed have 
been gradually brought about by custom. Thus, although 
the Act lays down no rule concerning the Eeserve of the 
Banking Department— that is to say, concerning the ratio to 
be maintained between that Eeserve and Deposits, — yet it is 
universally looked upon as the duty of the Bank to see that 
that ratio does not, under ordinary circumstances, fall below 
two-fifths. It is usually much higher than this,^ If the 
Eeserve threatens to become too low, the financial papers 
raise an alarm and remind the Bank of its duty. The 

1 From 1844 to 1878 it averaged 39*4, but in recent times it has been much 
larger. It amounted to 44 per cent, of deposits at the end of 1892, 45 per 
cent, at the end of 1893, 63 per cent, at the end of 1894, and 58 per cent, at 

the end of 1895. * 

Erom 1881 to 1890 it was never less than £9,200,000, and amounted on the 

average to £13,100,000. 
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effect is salutary. The Act says that the Banking Department 
shall not receive notes from the Issue Department beyond a 
fixed sum, now £ 65785 , 000 ; custom says that out of this 
sum and out of the notes which the Banking Department 
receives from the public, that Department shall always keep 
in reserve an amount corresponding approximately to two- 
fifths of the deposits. Thus law and custom together bring 
about a condition of things which may be regarded as fairly 
satisfactory. Since May, 1866, the Government has not had 
occasion to sanction any suspension of the operation of the 
Peel Act. 

The law of 1844 also contains provisions concerning 
English banks in general. It will help the reader to a better 
acquaintance with these, if we begin with a description of the 
state of the law subsequently to 1826. 

Under the bank legislation of that year the Bank of 
England still remained without a monopoly. Banks of issue 
could be established in any part of the country. Within a 
radius of 65 miles of London, however, the old provision of 
1708 still held good. No association of more than six persons 
was allowed to establish, within that radius, a bank that 
should issue notes. 

Thus no bank of issue of any importance could make 
its appearance within this important area — the focus of 
England’s money trade. And did this apply to banks of 
deposit as well ? Judging by the generally accepted view, 
it did. When John Gilbart, in 1833, published the pro- 
spectus of his London and Westminster Bank, and at the 
same time announced his intention to establish a deposit 
bank on the joint-stock system in London, a cry of astonish- 
ment went up. Surely, said people, the law of 1708 forbids 
such a proceeding ! 

But John Gilb ART contended that the law of 1708 did 
not forbid the execution of his plan, and his contention was 
borne out by the law officers of the Crown. After this the 
law was made clearer and some additional clauses were 
inserted. In 1833 it was enacted that, within a radius of 
65 miles from London, the Bank of England alone should 
have the right to issue notes, so that not even small banks 
were in future to be allowed to issue notes within this radius. 
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On the other hand, all restrictive clauses relating to banks of 
deposit — ^in so far as they might be held to ^ exist in the 
^ct — ^were expressly repealed. Consequently, in 1833, the 
position became this : For London and within a radius of 
66 miles, the Bank of England secured a monopoly, but only 
so far as concerns the issue of notes. In aU other respects 

there was perfect freedom. _ a- 

But in 1844 this perfect freedom was restricted. Since 
that year, it has not been permitted to establish any more 
banks of issue in any part of England. Those in existence 
at the time were allowed to retain their right of issuing 
notes, but a limit has been placed on the amount of uncovered 
notes which each of them may issue. It has abeadybeen 
stated that, whenever a bank loses or abandons its right to 
issue notes, such right reverts to the Bank of England to 
the extent of two-thirds. The tendency of the law of 1844 
is t© make the Bank of England the only bank of issue in 
the whole of England and Wales. 


§4 

Joint-stock Banks 

It was necessary that we should fix our attention first 
of all upon the Bank which constitutes the centre of the 
monetary movement, and which, so long as it possesses the prin- 
cipal store of gold, must always continue to fulfil a very special 
role. We now pass on to the joint-stock banks that have 
grown up around the Bank of England in the course of the 
nineteenth century, and threaten to overshadow that institu- 
tion. The number of joint-stock banks in England and Wales 
at the end of 1894 was 103.i Most of them are deposit banks, 
as only 36 of them have the right of issuing notes, and the 
note issue of these 36 banks is very insignificant : at the end 
of 1894 it only amounted to £1,061,745. On the other hand, 
the deposits of all the joint-stock banks, except the Bank of 
T7,r.g1fl.Tidj in so far as they had made returns— which 100 
of the 103 banks had done — amounted to no less than 


1 Supplement to The Mconomist of May IStli, 1895. 
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£419,025,893.^ We find among them the London Joint- 
Stock Bank, with £14,443,000 ; the London and Westminster 
Bank — John Gilbart’s Bank — with £25,722,000 ; the 
London and County Bank, with £36,075,000; the National 
and Provincial Bank of England, with £42,743,000. In 
addition to these joint-stock banks, there are many private 
banks, but their importance is no longer so great as it used 
to be ; the joint-stock banks have superseded them. Prom 
a very interesting essay by Walter Bagehot, entitled 
Lombard Street, we learn how this happened. Returns are 
available concerning 40 private banks ; their deposits at the 
end of 1894 are given as £65,831,159, while 20 banks which 
still retained the right to issue notes had a note circulation 
of £434,790. The rise of the joint-stock banks coincides 
with a strong development of banking in England. The new 
institutions infused fresh life into banking. Having plenty 
of capital, they established branches in many parts of the 
country, sometimes in many parts of the same town ; and being 
managed by capable men, they succeeded so well in antici- 
pating the various wants of their clients that they became in- 
dispensable. Exclusive of the Bank of England, the joint-stock 
banks of England and Wales now possess a paid-up capital of 
nearly £75,000,000, and have branches to the number of 
2,624. The National Provincial alone has 170 branches. 

It is no exaggeration to say that the prosperity of 
England’s commerce and industry is partly due to the de- 
velopment of her banking. For a well-developed system of 
hanking confers two advantages, both of which must be 
esteemed of great importance, viz. facility in transferring 
capital, and economy in the use of coin. The first of 
these two advantages has been discussed in the chapter 
relating to interest. It was there pointed out that, although 
most credits are granted without the intervention of banks, 
the intervention of these institutions is in many cases very 
necessary. The banks bring together those who own, and 
those who are in need of capital ; they form, as it were, 
a bond between the two classes. The deposit bank, more 

^ As compared with £241,600,000 at the end of 1881. 

„ 294,200,000 „ „ 1885. 

„ „ 380,700,000 „ „ 1890. 
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especially, renders valuable services in this respect. The 
relation of daily intercourse in which it stands towards its 
customers gives it an insight into their affairs, so that it 
can judge how far they and the bills which they present 
for discount may be accepted as security, and can meet 
their wants in the matter of credit in such manner as shall 
best accord with the special circumstances of each. Many a 
purchase and many a sale would be impossible but for the 
mediation of the bank. The person who brings goods to the 
market requires ready money, or, failing that, a debtor of 
recognised trustworthiness. He does not, as a rule, accept 
personal or real security, or the acceptance of a third person, 
in lieu of cash. But the bank gives credit in all kinds of 
ways. Thus it acts as intermediary between buyer and seller. 
It willingly accepts those securities and bills with which a 
vendor is not, as a rule, content. Often, too, it is closely 
acquainted with the purchaser, and knows that, though he is 
not considered of much account in the commercial world, his 
property is fully sufficient to entitle him to credit. One of 
the parties now becomes the creditor, and the other the 
debtor of the bank. Its books record a deposit or current 
account balance, on which it will, perhaps, pay a small interest, 
for which interest it will be amply compensated by what it 
will receive from the person to whom it has granted credit. 
We have already explained all this at some length,^ and have, 
therefore, no need to enlarge further upon it. But it was 
necessary to call it to mind here. It was necessary to point 
out that a strong and many-sided development of banking 
is of no small importance for the distribution of capital. 
It is certainly an inestimable advantage to a country to have 
one great central credit institution ; but no central credit 
institution can satisfy all needs so well as can a number of 
deposit banks which, estabhshed in various parts of the 
country, having relations with all kinds of people, and not 
hampered too much by legal provisions or rules, are able to 
adapt themselves to local usages and needs. 

A well - developed banking system, besides facilitating 
transfers of capital, also greatly promotes economy in the 
use of metallic money. The chief sou rce from which English 

^ See ante, pp. 191 et seq. 
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banks draw their profit is interest. Consequently, it is to 
their advantage to work with as small a reserve as possible, 
and wonderful is the ingenuity with which they pursue 
this object. 

They endeavour, in the first place, to avert the possibility 
of sudden heavy withdrawals. With this object, they usually 
fix the interest on deposits at rates which are higher in proportion 
as the term of notice for withdrawal is longer. The result of 
this is, that the amount of money, which the bank is liable to 
be called on to pay out at any given moment, is much smaller 
than it would otherwise be, and the bank is able to manage 
with a smaller reserve. 

Another means for enabling the banks to work with a 
small reserve is supplied by the Clearing House. Every bank 
receives, day by day, bills of exchange or cheques which are 
payable at some other bank. If all the banks were obliged to 
discharge their liabilities in respect to such bills and chd^ques 
in cash, they would have to keep very large reserves on hand. 
But these habilities are reckoned one against the other, and 
the place where this operation is performed is the Clearing 
House. The London Clearing House was established in 1775, 
but now similar institutions also exist in Manchester, New- 
castle, Edinburgh, and Glasgow. The annual clearances of the 
London institution alone amount to £7,000,000,000 sterling.^ 

The banks invest their money in various ways. Part of 
it is employed in granting advances to, and discounting bills 
for customers. Part is placed at interest in the Stock 
Exchange on the security of bonds, the borrower in such cases 
giving, as a rule, a surplus^ of 10 per cent. But an invest- 
ment is also found for a considerable part of the funds of 
the banks in discounting bills presented by bill brokers, and 
in entrusting such brokers with money on deposit. 

Bill brokers — ^bill merchants would be a more fitting desig- 
nation for them ^ — play a very important part in the English 

^ Details concerning the organisation of the work of the London and other 
Clearing Houses will be found in a little work by W. Howaeth, entitled Our 
Clearing House System and Clearing Houses (London, 1884) 

2 i.e. that for every £100 borrowed, £110 value is deposited as security.— 
A. A. W. 

^ As rightly observed by G. Claee, author of the little work entitled A 
Money-Market Primer, second edition {luondon, 189Z), -p, 14:1, 
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money market. They are muck more than intermediaries, for 
they trade in bills of exchange. In a great place like London, 
it is not possible for every one to judge of tke standing of each 
individual firm; tke bill brokers can do this better than 
any one else. Tke banks prefer to draw a little less interest 
on tkeir investments in bills of exchange, when, by doing so, 
they can secure themselves against all risk ; hence they prefer 
to take paper endorsed by a bill broker of good standing. It 
1 ' is the operations of this class of men that prevent a state of 

things in which one bank would have too large, while the 
5 other would have too small, a reserve ; for, by the nature of 

his business, the bill broker is both a receiver and a disburser 
of money on discount. As already stated, the bill brokers also 
receive money on deposit from the banks at a moderate rate 
of interest, and subject to an undertaking to return the money 
whenever it may be required. The bill broker’s ofiice, or 
discbunt house, serves as a kind of bank to the ordinary 
banks. It is the establishment to which the latter have 
recourse when their reserves happen to be redundant, or the 
reverse. Of course there may be times when the demand 
for money among bill brokers exceeds the supply; in such 
times the broker has no alternative but to apply to the 
Bank of England. Thus, while he competes with that 
institution in ordinary times, he is obliged to seek its aid 
in times of monetary pressure. 

This has caused the Bank of England not to regard the 
biU brokers with favour. While frequently charging less than 
its so-called minimum rate of interest to customers for whom 
it regularly discounts bills, the Bank never recedes from 
that minimum in its dealings with bill brokers. Until a few 
years ago it refused to discount for bill brokers on any terms, 
and would only accept their paper as security for short 
loans. It was not until July 1890 that the Bank modified 
its attitude in this respect. Brokers’ bills had previously to 
mature within fifteen days ; now the limit is sixty days. But 
in spite of any rule which the Bank of England may think 
fit to make, it knows very well, and so do the bill brokers, 
that it cannot refuse help to the latter in times of monetary 
The whole monetary fabric rests ultimately upon 
the Bank of England, inasmuch as every one relies on the 
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Bank being able to supply money in tbe event of tbe usual 
; monetary stocks becoming exhausted. The English system 

I has been described as an inverted pyramid, with the Bank 

I Reserve for its apex. Up to a certain point the description 

I would apply equally well to every centrahsed credit institu- 

! tion, to that of Holland no less than to those of France, 

I Germany, and Austria. But in England the burden which 

I' rests on the one point is particularly heavy. In ordinary 

^ times, the reserves of the deposit banks are very small, and 

consist partly of money deposited with bill brokers, the bulk 
of which money the latter in their turn have invested. Thus 
the burden is in constant danger of becoming excessive, and 
on several occasions that danger has seemed very serious 
indeed. No money market is so well supplied in ordinary 
times as that of England ; but then no money market is 
; subject to more violent disturbances ; sometimes the Bank of 

England is quite unexpectedly called upon to increase' its 
advances very considerably. Thus between May 7th and 
16th, 1866, these rose from £20,800,000 to £30,900,000; 
between September 26th and October 15th, 1878 — Le. after 
the closing of the City of Glasgow Bank — from £17,300,000 
to £23,000,000 ; and again in November 1890 — when Baring 
Brothers got into difficulties, the crisis produced by which 
was of brief duration only, because of energetic measures 
taken by Mr. Lidderdale, then Governor of the Bank— from 
£25,100,000 to £32,100,000 in the course of one week. 

It must be admitted, however, that the disturbances are 
not increasing either in frequency or violence. We have 
seen that banking has made great progress in England during 
the last sixty years; commercial crises have not increased 
proportionately with this progress ; on the contrary, they have 
become less frequent. Those concerned appear to be getting 
more alert in noting the signs of danger ; the interests at stake 
are too many and too great to permit any lack of vigilance in 
this respect to go unpunished. Moreover, as has already 
been stated, the Bank of England now keeps a larger reserve 
than formerly, and it guards against any excessive reduction 
of that reserve by temporarily advancing the rate of interest, 
and, in the event of this remedy not operating quickly enough, 
by taking up money from the market. Those entrusted with 
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the management of the banks are very capable men, as a body. 
They have grown up under their system, and have become 
adepts in it, and hitches in its regular working are of rare 
occurrence. Who would dream of introducing such a system 
as that which has now been in operation for so many years in 
England ? Nevertheless, being established, it compels our 
admiration, for every impartial observer is bound to admit that 
its working is, on the whole, excellent, and in fact improving. 

It would be difficult to describe in a single word the 
position which the Bank of England occupies in that system. 
Its role is unique by reason of the great variety which char- 
acterises it. Sometimes leading, sometimes following; at one 
time a decisive force, at another a mere reflector or barometer 
of monetary conditions ; often the indispensable pivot, but occa- 
sionally the mere central point of the monetary movement, the 
Bank of England ever remains the focus of all observation, and 
its policy the subject of general comment in the money market. 
For its character as a concrete whole, the English credit- 
system is indebted to the power wielded by, and the privileges 
accorded to, the Bank of England. That system is the out- 
come of the laws of 1844 and 1845, in judging which, 
we must not allow ourselves to be influenced solely by our 
consideration of the strange provisions which they contain 
with reference to bank reserves and the arrangement of the 
weekly returns. By assigning to one central banking institu- 
tion the chief responsibility for maintaining the stock of gold, 
the law has established a condition of mutual relationship 
between all the banking institutions ; and by laying down a 
strict code of rules to be observed by the central bank in the 
discharge of its duty, has, so to speak, invited every one to 
exercise supervision over that bank. But in thus supervising 
the administration of the Bank of England, each bank is really 
supervising its own administration, keeping itself informed of 
the general state of business. Thus each bank is encouraged 
to consider itself a member of one great body. One of the 
reasons why English banking possesses such strength is, that 
it is more than a collection of institutions working independ- 
ently of each other : that it constitutes a system. 
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§5 

The Scotch Banks 

The whole of the foregoing refers exclusively to England. 
In the matter of banking, Scotland has a history of her own, 
and very remarkable that history is.^ 

The first bank of issue in Scotland came into existence 
in 1695. At the time of its establishment, it obtained a 
monopoly for a period of twenty-one years, but from the out- 
set it was resolved by the Legislature that this monopoly should 
not be renewed, and when it expired in 1716 this resolu- 
tion was duly acted upon. From 1716 to 1745, absolute 
freedom prevailed in Scotland in regard to the establishment 
of banks of issue. Indeed, during a great part of that time 
no special banking legislation whatever existed ; any one Vas 
at hberty to practise the profession of a banker on any terms 
he pleased. It occasionally happened that cofiee-house ownep 
issued notes for a few shillings, payable to holder at sight, in 
money or in drink ” ; or that the large banks issued optional 
notes,’’ that is to say, notes which they had the option of redeem- 
ing either at sight or at the end of six months, 'plus interest.^ 
These abuses were put an end to by an Act of Parliament of 
the year 1765, forbidding the issue of notes not immediately 
payable in cash, and of any note for less than £1.^ Apart 
from this, however, the fullest freedom prevailed in banking 
matters up till the year 1845. And extensive use was made 


^ See SoMEBS, The Scotch Banks and their System of Issue, Edinburgh, 
1873 ; Dr. J. Luden, De Schotsche banken en hoar arbeidsveld (in Be Econo- 
mist, 1882, vol. i. pp. 329-350) ; Keee, History of Banking in Scotland, Glasgow, 
1884 ; and W. Geaham, The One-^ound Note in the Rise and Progress of Banking 
in Scotland, Edinburgh, 1886. 

^ Geaham gives a fac-simile of an “ optional note,” dated Dundee, August 
8th, 1763 ; the amount is £1, ‘‘ or, in the option of the Directors, one pound 
and six pence sterling at the end of six months,” and the amount is payable 
“ either in cash or in notes of the Royal Bank or Bank of Scotland.” 

^ Subsequently, in 1826, when the minirmim was fixed at £5 for England, 
it was proposed to fix the same limit in Scotland, but the proposal met with 
such strenuous opposition that it had to be abandoned. Even Sir Waetee 
Scott (in his letters from Malachi Malagrowther) wrote in defence of the 
£1 note. 
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of that freedom, 95 banks of issue being established in succes- 
sion in Scotland.^ 

Now, however, there are not more than ten of these 
banks. Thirty- three of the remaining 85 have amalga- 
mated with existing institutions, while no fewer than 52 
either came to grief or disappeared from the scene in some 
other way. Most of these last were small offices belonging to 
private firms, amongst whom were many who carried on 
banldng as well as ordinary commerce ; but a certain number 
of these 62 banks were large institutions. The Western 
Bank, which collapsed during the crisis of 1867, had 101 
branches and £6,300,000 deposits; the City of Glasgow 
Bank, which failed in 1878, had £8,000,000 deposits. Thus 
the history of Scotch banking cannot be said to be altogether 
unsullied. It affords us proof that the system of free com- 
petition among banks of issue, while possessing unquestionable 
adfantages, is by no means free from serious defects. 

By a law of 1845, and conformably to the principles 
embodied in the Peel Act, the establishment of new banks of 
issue in Scotland was prohibited, and the amount of uncovered 
notes issuable by any bank determined. The effects of this 
law have not been unfavourable.^ It has not impeded the 
development of banking in Scotland ; for in no period have 
banks been established all over the country in such numbers, 
and become identified with the national existence to such an 
extent, as in the past fifty years ; but one of its results has 
been,^ that a better understanding now exists between the 
banks than before, and that they have made it a rule to 
adopt a uniform policy in important matters. All rates of 
interest, for instance, are now fixed by common agreement. 
As the number of banks is small, and all of them are in a 
prosperous condition, they have no inducement for carrying 
mutual competition to extreme limits. They can promote 
their common interests as circumstances require. 

Let us now take a brief survey of Scotch banking in its 
present form ; it ought to interest us quite as much as 

^ Ninety-six, according to Kerr, who, however, includes the North British 
Bank, which does not issue notes. 

2 Kerr’s explanations with reference to this point are worthy of note. Cf . 
Bistory of Banking in Scotland, p. 176. 
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English banking, and in some respects even more. The 
number of depositors in Scotch banks was 420,000 about the 
year 1884. As Scotland had at that time a [population of 
3,825,000, of whom scarcely 2,000,000 can have been adults, 
we find that, on an average, one out of every five adults in 
Scotland was a depositor. This of itself shows that the banks 
of that country are people’s banks in the true sense, and not 
institutions existing solely for the benefit of large traders. 
The small shopkeeper as well as the millionaire takes his spare 
money to the bank ; for the minimum sum accepted on deposit 
is no more than £10. Hence the funds standing at the 
disposal of the Scotch banks are surprisingly large. On 
December 31st, 1894, their deposits amounted to no less 
than £93,296,038. 

Beside this figure the note circulation is quite insignifi- 
cant; at the end of 1894 it was only £6,648,158.^ On this 
ground, it has frequently been contended that the rights to 
issue notes is of little or no importance so far as Scotch 
banks are concerned. This contention is strongly combated 
by the banks themselves, however. They hold that the right 
to issue notes is important for them, inasmuch as it enables 
them to establish branches in the smallest localities. It is 
certain, at any rate, that these branches can now manage with 
reserves consisting largely of notes issued by their head oflS.ces, 
and thus effect a saving of interest. The number of branches 
of banks in Scotland is indeed very considerable; on Decem- 
ber 31st, 1894, it was 1,007. This may not be entirely, but it 
certainly is in part, due to the cause mentioned. At least' it is 
the fact that since the law of 1845 forbade the establishment 
of any new banks of issue, no other banks have arisen in 
Scotland. It seems to be impossible in Scotland for institu- 
tions not having the right to issue notes to prosper beside the 
existing banks, which do possess this right. It may be, of 
course, that the requirements of the community in the matter 
of banking are already so well provided for, that there would 
be no room for any new competitors. 

Finally, we invite the reader’s attention to a noteworthy 

^ On December 2nd, 1876, it stiH amounted to £7,069,074 (including 
£4,609,863 in notes of less than £5). On December 31st, 1883, however, it 
only amounted to £6,902,595. 
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feature in Scotcli banking, viz. the system of what is called 
“cash credits,” first applied in 1728 by the Eoyal Bank of 
Scotland, an institution which had come into existence the 
year before. A “ cash credit ” is an advance on current 
accoimt, the borrower being only charged interest on the 
amount of his debit balances from day to day. Advances on 
this system are also obtainable in Holland, but only in large 
centres, and on the security of stock. In Scotland they are 
to be had everywhere, and generally on simple note of hand 
or with a personal surety. Thus, a farmer needing seed or 
stock, but having no money wherewith to buy it, obtains a 
“ cash credit ” from the bank with which he regularly transacts 
business; as soon as he gets any money, he pays some into 
the bank, and, by doing so, at once reduces the sum on which 
he will have to pay interest. The “ cash credit ” system is 
very advantageous for ah parties. To the banks it occasions 
littje loss, for they only give “ cash credits ” to regular customers 
— that is, to persons of whose solvency they are able to judge ; 
and to those in want of credit it offers relief in a manner as 
easy as it is cheap. 

The foregoing will show to what a high state of efficiency 
banking has been brought in Scotland, and what an important 
place it occupies in the life of the nation. There is one im- 
portant point, however, which we must be careful not to lose 
sight of when comparing Scotch banking with that of other 
countries. There are wants, which are amply provided for 
by the Scotch banks, and not by others ; those wants are not 
neglected elsewhere, but are provided for in some other way. 
In Holland, for example, persons having money to spare 
usually place it with a stockbroker for investment on the 
Stock Exchange in loans on the security of stock; or they 
invest it by purchasing stock, which every one in Holland 
looks upon as a very desirable kind of property. Scotland 
possesses no large Stock Exchange ; the practice of entrusting 
spare money to the banks prevails more extensively in that 
country than in Holland. There are other points, too, that 
might be mentioned. These observations are not intended to 
disparage the importance of the Scotch banks — fact, they 
rather accentuate the importance of those banks as institutions 
for the circulation of capital, — ^but merely to warn the reader 
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against an error into wMch he might otherwise have easily 
fallen. 

§6 

Banking in France 

For the purpose of acquiring a knowledge of banking in 
general, it is very useful to devote more than ordinary atten- 
tion to that of Great Britain. We shall therefore be less 
discursive in our treatment of the principal features of banking 
as carried on in a number of other countries. 

The first bank of issue in France was established by 
John Law in 1716. After its elevation by Edict of December 
4th, 1718, to the status of Government Bank, the Banque Royale 
—as it was then called — ^increased its paper issue mth such 
rapidity and rashness that it had to stop payment before 
long. We know what a fever of speculation this bank excited, 
and what a crisis that fever culminated in.^ No other bank 
of issue was established in France until the year 1776, 
during the ministry of Tuecot. This second bank, or Caisse 
d^Escompte, as it was called, did not acquire a monopoly 
until 1787, or shortly before its existence was terminated. 
For, in order to make room for the Assignats^ the well-known 
Government notes of the period of the Revolution, all other 
note issues were prohibited in France by a Decree of 1792 ; 
and, in accordance with that Decree, the Caisse d'Escompte 
was abolished on August 24th, 1793. The history of this 
institution is not particularly brilliant. On two occasions it 
had to suspend its specie payments ; also, it lent the Govern- 
ment considerable sums, which it was subsequently repaid in 
greatly depreciated Assignats, 

The prohibition to issue bank paper was withdrawn in 
1796, and a few small banks of issue then came into exist- 
ence in France, but were quickly outstripped by iho. Banque 
de France, which was established on February 13th, 1800.^ 

^ See E. Lbvasseub, Recherches historiques sur le systeme de Law, 

1854. 

2 The history of this bank has been written by A. Gourtois {Histoire des 
Banques en France, 2nd ed., Paris, 1881). Of. also the article “ Banques ” 
in Leon Say’s Dictionnaire des Finances, oi which the first part appeared 
in 1884. 
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In 1803 this institution— now the largest bank of issue in the 
world — was accorded the exclusive right to issue notes, on the 
understanding, however, that the Government reserved to 
itself the right to permit banks of issue to be established 
outside Paris. The Government made use of this right. In 
the years 1817 and 1818, three, and in the years 1835 to 
1838 a further six, making a total of nine banks, were 
established in the provinces (departments). In 1848, however, 
aU these banks were amalgamated with the Banque de France^ 
so that since that year there has been only one bank of issue 
in Prance.^ 

No rules have ever been prescribed for the Bank of 
France on the subject of its specie reserve. With respect to 
the amount of its note issue, however, the Bank has for some 
time been subject to a certain limitation. The fixing of this 
limit has its origin in the events of 1870. In order that the 
Baqk might, during the war, be in a position to grant liberal 
advances both to private persons and to the Exchequer, it was 
temporarily relieved on August 12th, 1870, of its obligation 
in respect to paying specie for its notes. But in order to 
prevent the notes issued by the Bank from becoming redundant 
and thereby suffering depreciation, it was at the same time 
determined that the Bank should not issue notes beyond the 
sum of 1,800,000,000 francs. This maximum was increased 
by stages, first to 2,400,000,000, then to 2,800,000,000, 
and on July 15th, 1872, to 3,200,000,000 francs. In 
November 1874 the Bank resumed its specie payments; and 
to the credit of the institution it must be said that, from 1873 
forward, it did everything in its power to place itself in a 
position to resume those payments at the earliest possible date. 
Thus it managed to increase its specie reserve, which averaged 

762.000. 000 francs in 1873, to averages of 1,130,000,000, 

1.511.000. 000, and 1,987,000,000 francs in the years 1874, 
1876, and 1876 respectively. The Bank was not legally 
obliged to resume specie payments until January 1st, 1878, 
but long before that date it actually did so. The rule fixing a 
limit to the amount of notes to be issued by the Bank has 

^ For some interesting critical comments on the causes which led to the 
amalgamation of the banks, see De Verhouding van den Stoat tot het Banhwezen 
(Utrecht, 1864, pp. 407-412), by Dr. P. Veeloeen. 
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been retained, iiowever. The maximum of 3,200,000,000 
francs was increased at the end of 1883 to 3,500,000,000 
francs, it is true, but the proposal then made by the Govern- 
ment to abolish the maximum was not accepted. On Janu- 
ary 25th, 1893, the limit was brought up to 4,000,000,000 
francs. 

It is scarcely necessary to observe that this is a very 
strange rule. What advantage can there be in fixing a limit 
to the issue of bank notes ? No danger can ever arise out of 
the amount of such an issue ; it is only from inadequacy of 
I the reserve held against the issue that danger can arise. The 

ability of a bank to grant large credits, and, at the same time, 
maintain the convertibihty of its notes, does not depend upon 
the smallness of its note circulation, but upon that circulation 
being small in proportion to the bank’s metallic reserve. 
Even the Peel Act, which prescribes such strict rules con- 
cerning bank paper, does not limit the amount of notes tu be 
issued; what it does limit is the uncovered note issue. The 
French rule possesses the defect attaching to most rules 
enacted on this subject ; it restricts what ought to be left free, 
and leaves free what it ought to restrict. Only one rule need 
be prescribed in respect to the issue of bank notes. The 
maximum ratio between the sum total of cash liabilities and 
the total metallic reserve of the bank should be fixed by the 
Government. To impose more than this rule is to impede 
banking ; not to impose this rule is to neglect a very useful 
provision. 

We now have a few words to say concerning the adminis- 
tration of the Bank of France. It has excited criticism from 
more than one quarter. There are two charges in particular 
of which it stands accused : the one is, excessive subserviency 
to the interests of the Government; the other, lack of zeal in 
the service of commerce. 

Apart from the question as to whether these charges are 
merited or not, it must be admitted that the faults which they 
impute are the very ones which privileged banks are in most 
danger of committing. 

The danger that a privileged bank will show excessive 
subserviency to the interests of the Government arises less 
from a sense of gratitude for the privileges enjoyed, than from 
VOL. I 2 I 
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a false conception on the part of the bank of the duties which 
it has to fulfil. The privileged bank is a public institution, 
it must therefore be administered in such manner as shall 
accord with the public interest; and who can more truly be 
said to represent that interest than the Government ? If the 
Treasury cofiers are empty, and credit is low, is it not the 
manifest duty of the Bank to place its credit at the service 
of the Government, more especially in times of national 
danger, when perhaps there is a hostile army on the frontier, 
and when the preservation of the country’s honour, if not of 
its very independence, calls for a union of all energies ? 
Many central banks have allowed themselves to be betrayed 
by such considerations as these into granting large loans to the 
Government; the result has often been, that the imcovered 
circulation has grown beyond bounds, and the bank has been 
reheved of its obligation to pay specie for its notes. This has 
happened in England, in Austria, in Russia, in Italy, and also 
in France. During the war with Germany and shortly after, 
the Bank of France granted loans to the Government amount- 
ing to the respectable sum of £61,200,000, not counting a 
sum of £8,000,000 advanced to the city of Paris on February 
11th, 1871. Thanks to the excellent way in which, on the 
whole, the national finances were administered, the debt to the 
Bank was soon reduced to a small sum, and the Bank itself 
seems to have done everything in its power towards being able 
to resume specie payments as soon as possible. Still, the 
Government did wrong in asking the Bank for such heavy 
loans, and the Bank did wrong in granting them. 

In times of national trouble there is greater need than 
ever for guarding against a disordered currency. If the credit 
of the Government be low at the time, then let it issue loans 
redeemable within a short time and yielding a high rate of 
interest. If even after this method has been tried, capital still 
proves unresponsive, well, then let recourse be had to the 
Mastic measure of a compulsory loan. But on no account 
let the currency be tampered with. The evils of war are 
sufficient by themselves, without the addition of those which a 
disordered currency would entail. 

The second of the two faults alleged against the Bank 
of France, namely, lack of zeal in the service of the public, is 
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another of the errors into which a privileged bank of issue is 
liable to fall, especially when it is not in the position of 
having a great number of deposit banks to compete with. 
Conservatism is a rock against which an institution of this 
kind is liable to be borne, for the very reason that its directors 
know how much depends upon the soundness of their adminis- 
tration, and how inexcusable any action on their part would 
be, which led to public confidence in the paper of the Bank 
being shaken. Neglecting to adapt itself to the various and 
changing needs which it is intended to supply ; being com- 
pletely imbued with the spirit of routine ; growing absolutely 
fossilised in its rules ; — these are the dangers which a central 
bank has to guard against. Free competition provides fewer 
safeguards, but sometimes more life; centralisation gives 
greater security, but sometimes at the cost of development. 

The Bank of France remained in a very backward state 
for a long time. Under article 10 of its constitution, it* was 
obliged to estabhsh branch o£6.ces wherever th^ necessity for 
such establishments should be found to exist ; three such 
offices were accordingly established in 1808 and 1810. The 
result of this step proved unsatisfactory, however, and these 
offices were closed in 1817. No further serious effort to 
comply with its statutory obligation in this respect was made 
by the Bank until 1836 ; between that year and 1846 fifteen 
branch offices were established, and in 1848, after the 
abohtion of the provincial (departmental) banks, this number 
rose to twenty-four. The law of 1857, renewing the Bank’s 
charter, contained a provision under which, from and after the 
year 1867, the Government should have power to order the 
establishment of a branch bank in every department ; but the 
Government made no use of this power until after the passage 
of a further law (dated January 27th, 1873), requiring it to do 
so by January 1st, 1877, at the latest. The branch offices 
{succursales) of the Bank of France now number 94, and 
the Bank in 1881 further extended its operations by means 
of the system of miles rattacTiees and the bureaux auxiliaires : 
the villes rattachees afford opportunities for discounting ; and in 
places where there are bureaux auxiliaires bills are collected 
five times per month. Bills of exchange can now be offered 
at the Banque de France^ payable at 261 different places — still 
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a small number, considering that tbe Netherlands Bank takes 
bills payable at 92 places, although the population of Holland 
is only one-eighth that of France. 

The note circulation, too, remained small at first. The 
Bank neglected the true means of promoting it, inasmuch as it 
neglected to provide a large number of places throughout the 
country where cash could be exchanged for notes, or notes for 
cash. Before 1867, the note circulation of the Bank never 
exceeded £33,600,000. Now it is £144,000,000, while the 
deposit business too has grown very much in recent years. 
According to the most recent report the number of depositors 
was somewhat over 20,000, of whom two-thirds were in the 
provinces.^ 

§7 

Banking in Germany 

Centralisation, carried perhaps to excess, has been shown 
to be the main characteristic of French banking. Since the 
passing of the Imperial Law of March 14th, 1876, centrahsa- 
tion has also been acquiring similar prominence as a feature of 
German banking. 

In Germany there were probably as many bank laws 
formerly as there were separate States ; each of the more 
important States had its own bank of issue, if not more than 
one. Article 4 of the Law of the Constitution, however, 
assigned to the Central Legislative Body the duty of regulating 
banks, and that body fulfilled the task thus imposed upon it 
by passing the Law of March 14th, 1875, alluded to above.^ 
It will be worth our while to examine this law. It resembles 
the English Bank Act of 1844, without being an exact copy 
of that Act. 

In England, as we know, the establishment of new banks 
of issue is forbidden. In Germany their establishment is not 

^ The source of much of the information here given is La Banque de France 
et les Institutions de Credit, by G. BotrsQUET (Paris, 1885). See also 
Annuaire de V Economic Politique for 1882 and 1895. 

* A full account of this Law is given in Dr. A. Soetbebe’s Deutsche Bank- 
(Erlangen, 1875). 
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absolutely forbidden : it is permitted, subject to the approval 
of the Legislature. In practice, however, this amounts to the 
same thing. No Government is likely to introduce a Bill 
conceding to a new bank the right to issue notes. But in 
Germany, as in England, rights which have once been acquired 
are respected. Thirty-three banks of issue were in existence 
in 1875, and all of these have retained their right to issue 
notes. Only the Bank of Prussia has ceased to exist, having 
been converted into the Imperial Bank {Reichsbank), with 
reference to which the Law contains some important pro- 
visions. 

Also, in the matter of rules governing the issue of 
uncovered notes, the German Law agrees in principle with the 
English Act, though in this respect too it is less absolute. 

Thus, in respect to each bank it determines the amount of 
uncovered paper which that bank shall issue. In the case of 
the Reichsbank^ the amount is fixed at £12,500,000 ; and for 
the other thirty-two banks together at £6,750,000. In the 
event of any bank forfeiting or abandoning its right of issue, 
that right reverts to the Reichsbanh Since the year 1875, 
twenty-five banks of issue have allowed their right of issue to 
lapse. As a result the original £12,500,000 of the Reichsbank 
have increased to £14,670,000, and the seven remaining 
banks may only issue £4,580,000 of uncovered notes between 
them.^ 

So far, the German Law corresponds exactly to the 
English Act. But now we come to an important point of 
difierence between the two. So far as English banks are 
concerned, the issue of uncovered paper in excess of the 
statutory limit is -positivelj forbidden; in the case of the 
German banks it is not forbidden, but merely discouraged ; if 
a bank issues uncovered paper beyond the statutory limit, it 

^ The amounts of uncovered notes which these seven institutions are allowed 
to issue respectively are as follows : — 

Bavarian Note Bank . . . . . . £1,600,000 

Bank of Saxony . 
f „ „ Erankfurt 

} „ „ Wurtemburg 

^ „ „ Baden 

I „ for Southern, Germany . . . . 500,000 

I „ of Brunswick 141,500 




j-eaoh . . . . 838,500 
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has to pay a tax of 6 per cent, on the excess. The Germans 
call this the system of Indirecte Contingentirung, to distinguish 
it from that obtaining under the English Law, which they call 
the system of Directe Contingentirung. There is a further point 
connected with reserves, on which the German differs from 
the English Law. The German Law provides that the amount 
of notes issued shall in all cases be represented by a reserve 
consisting to the extent of one-third of precious metal, and to 
the extent of two-thirds of bills of exchange, bearing two or 
more signatures and having not more than three months to run. 
But as to reserves to be held against deposits, the two laws 
correspond, neither containing any provisions on the subject. 

Thus the German Bank Law is not to be commended 
either. What is the use of restricting uncovered note cir- 
culation, be the restriction “ direct ’’ or indirect ’’ ? That 
circulation may increase considerably without occasioning any 
danger, provided a proportionate increase take place in the 
specie reserve" of the bank. In the case of the German 
Reichsha^ik the statutory limit of the uncovered note circula- 
tion now stands at £14,670,000. In the event of the specie 
reserve increasing to £100,000,000 — ^it now amounts to about 
half that sum — the uncovered note circulation of the Bank 
could not rise beyond £114,670,000 ! What can be the 
object of fixing a difference to be maintained between two 
amounts which, in the interests of the safety of the Bank, 
should stand in a certain ratio to each other ? 

A ratio is fixed, it is true ; but not simply, nor is it the 
correct ratio. The metallic reserve must always represent 
one-third, not of the total liabilities, but only of the note 
circulation of the Bank; the deposits may mount up indefi- 
nitely without entailing upon the Bank any obligation to 
increase its reserve. On the one hand we have a provision 
imposing needless restriction ; on the other a provision allow- 
ing excessive liberty. Either the Bank should be compelled 
to hold a metallic reserve against the whole of its cash 
liabilities, or the matter of reserves should be left entirely at 
the discretion of the Bank. The German law does neither 
the one nor the other. 

Nor is it easy to defend the provision under which twO- 
thirds of the note circulation must be covered by bills of 
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exchange. The result of this is, that beyond its own capital 
the Bank has no source other than the deposits to draw upon 
for the purpose of granting loans on the security of goods and 
bonds. Why should this be so ? Is it because advances on 
this kind of security are not so safe ? In that case there is 
equally good reason for not granting them out of the depositors’ 
money. Or can the rule be intended for the purpose of 
keeping the amount of such advances within limits ? Hardly ; 
for the Bank is free to accept deposits to an unlimited extent. 

It will be seen that the German Law of 1876 affords 
much matter for criticism. On the other hand, the manner 
in which the central institution created by that Law has 
fulfilled its task is in many respects praiseworthy. The 
Reichsbank really endeavours to accomplish the purpose for 
which it exists. It has already estabhshed 242 branches 
and sub-branches, and it uses these especially for prompting 
the transfer of money. 

Every firm of good standing established in -•a place where 
the Bank has a branch oflice, can open an account with that 
office, and have that account credited with moneys paid in, 
or with the proceeds of discounts and loans. For this no 
commission is charged ; only bills of exchange and coupons 
paid into the Bank are subject to a moderate commission. 
There are three ways in which a customer can draw on his 
account with the Bank. He can make his acceptances payable 
there ; he can issue cheques on the Bank ; or he can instruct 
it to transfer a portion of the sum with which he stands 
credited in its books to the account of some other customer 
of the Bank residing in any other part of the country : thus 
he is able, without risk or cost, to send any sum of money 
elsewhere. All these facilities are extensively utilised. In 
1895 the Bank received from its customers no less than 
£2,343,100,000, of which it paid out £511,850,000 in cash, 
and £1,196,250,000 in various other ways, while it transferred 
sums amounting to £633,600,000 from accounts of customers 
in one part to those of customers in other parts of the 
country.^ 

^ Of these £633,600,000, £58,950,000 are accotmted for by the Erankfort- 
on-the-Main branch, £59,700,000 by the Hamburg branch, and £157,700,000 
by the Berlin branch of the Bank, 
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It would be difficult to point to a bank wbicb renders 
greater service to commerce in this respect. This transfer 
business constitutes one of the most important branches of 
the work of the German Reichsbank. The note circulation 
of the Bank, on the other hand, is relatively small : some 
£60,000,000 to £65,000,000, as compared with £9,000,000 to 
£10,000,000 in the case of the other banks.^ 


§8 

Banking in Holland 


The first large bank established in Holland was the 
Bank of Amsterdam, a local institution founded in the year 
1609.^ The object with which it was founded was very 
peculiar. The currency was in a very defective state at the 
time ; a large quantity of clipped coin was in circulation, 
and full- weight coins were so scarce that they usually fetched 
a premium. The Amsterdam authorities rightly regarded 
this as an evil ; but instead of tracing it to the cause just 
mentioned, they ascribed it to the dealings of the money- 
changers and bankers, who always retained the full weight 
coins and only issued those that were defective, thus vitiating 
the currency. If only these illicit practices could be stopped, 


^ The following figures are taken from an essay by E. Thoewabt, entitled 
Die Entwichlung des Banhnotenumlaufs in Deutschland von 1851--80, published 
in the Jahrhucher fur National Ohonomie und Statistih (vol. xH. pp. 193-260). 
They show how slow has been the growth of Germany’s bank note circulation. 
The figure for 1895 is added for the sake of comparison. 

All Banhs in Germany. ( Reichsbank a/o?^e. 


Year ended 
Dec. 31st. 

Notes. 

Deposits. 

Year ended 
Dec. 31st. 

Notes. 

Deposits. 

1844 

£5,807,500 

£7,287,500 

1876 

£38,305,000 

£9,130,500 

1860 

16,099,600 

8,203,000 

1877 

35,791,000 

8,367,600 

1865 

28,931,500 

9,534,000 

1878 

33,186,000 

8,035,000 

1870 

42,705,000 

10,635,600 

1879 

39,640,000 

9,272,600 

1875 

51,921,000 

22,060,000 

1880 

40,305,500 

8,662,600 

1880 

50,382,500 

11,917,000 

1895 

66,004,400 

21,935,000 


® See Dr. W. C. Mees, Proeve eener geschiedenis van het BanTcwezen in 
Nederland (Rotterdam, 1838), from which the following particulars concerning 
the Bank of Amsterdam have been taken. Many particulars relating to the 
currency of HoUand at the time of the Republic are also to be found in that 
work. 
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all would come right, it was thought; there would he no 
more premium on coins, no more confusion in the currency. 
Accordingly, by decrees issued in 1608 and 1609, all money- 
changers and bankers were abolished, and, in the latter year, 
the Local Authority established its own Bank, which was to 
serve as a money-changing and banking institution combined. 
Any person was at liberty to open an account with this Bank 
and to take money or bullion thither : those who did so being 
credited according to the legal (if not always correct !) scale 
of prices. A person having a balance at this bank could draw 
on it by having the amount transferred to the account of 
some other person. Various measures were adopted with the 
view to rendering this institution popular. The town con- 
stituted itself guarantee for all moneys deposited with the 
Bank ; all bills of exchange of £50 and upwards had to be 
negotiated and paid through its agency. 

Did the Local Authority thus achieve the object which 
it had in view? That object was to prevent^ certain coins 
from being at a premium as compared with others ; to bring 
about parity of value between all coins of the same denomina- 
tion irrespective of their condition. Only perfect coins were 
accepted by the Bank at the scale ’’ price, and even as regards 
the divisionary coinage the Bank pursued a very strict policy. 
The only coins of this class which it would accept were the 
Bchdlingen^ and these only to the extent of 3 per cent, of any 
sum paid in. The inevitable consequence was, that the public 
began to discriminate between ordinary money and what 
was called “ bank money,” and that the premium on coins, 
which it was intended to prevent, was only perpetuated in 
another form. The more scrupulously the Bank fulfilled its 
task, the better the money with which it credited its customers, 
as compared with that in general circulation. During almost 
the whole time of its existence the “ bank money ” commanded 
a premium. 

In the year 1790, however, unfavourable rumours began 
to get about concerning the administration of the Bank. 
Under its rules, it was expected to preserve intact all moneys 
entrusted to its care. The granting of loans, otherwise than 
on the security of bullion, was outside its province. It began 
to be asserted, however, that the Bank had lent large sums 
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chiefly to the East India Company ; and when many people 
thereupon applied for their money, the assertion was found 
to be true. On February 3rd, 1791, the Bank stopped pay- 
ment, and, instead of commanding a premium, the '' bank 
money ” fell below par. From the Report of a Commission 
appointed to inquire into the affairs of the Bank, which Report 
was issued on February 5th, 1795, it appeared that the deficit 
amounted at that time to £770,649, and that it had previously 
been much greater; thus, in 1760, when the Bank ought to 
have had £2,500,000, it scarcely had £834,000 in its vaults ! 
Owing to these revelations, the public lost all confidence in 
the Bank. Its creditors were subsequently paid off, but no 
one would have any more dealings with it, and by Royal 
Decree of December 19th, 1819, it was formally abolished. 

Banks, on a similar footing to that of Amsterdam, were 
also established in Middelburg and Rotterdam during the time 
of the Republic. Neither was of much importance, however. 
The Rotterdai^ Bank, established in 1635, was never abolished ; 
it simply became defunct. The Middelburg Bank, established 
in 1616, survived until July 1st, 1878, but its scope of opera- 
tions had undergone a change in the interim.^ 

In the later history of banking in Holland, the most 
important fact is the establishment of the Netherlands Bank, 
which commenced operations on April 15th, 1814. It is the 
first and only bank of issue ever established in Holland. A 
brief review of its career will not be out of place in a chapter 
like the present.^ 

The Bank was founded in virtue of a Royal Decree of 
March 25th, 1814, by which it acquired, for a period of 
twenty-five years, the concession to issue notes. The State 

^ The Bank of Hamburg, founded upon the same model in 1619, ex- 
perienced a better fate. Its history has been written by Dr. A. Soetbebb in 
the Vierteljahrsschrifl fur V olJcswirthschaft und CuUurgescMchte {Jahxg: iSQ6 
and 1867). In February, 1873, it was converted into an ordinary deposit 
bank. 

® Cf. Dr. S. VissEBiBc’s essay, De Nederlandsche Bank gedurende haar 
'i^Vfligjarig bestaan, in De Gids, 1863, vol. ii. pp. 193-251 ; also the statistics 
given by Dr. H. E. Moltzeb in Staathundig en Btaathuishoudkundig Jaar- 
boekfe, 1864, pp. 296-308 ; the Mededeelingen betreffende de Ned. Bank, by 
Dr. J. E. B. Baert, in the 1864, 1869, 1877, and 1882 volumes of the same 
Jaarboekje; and the Annual Reports {Jaarverslagen) of the President of the 
Bank, beginning with the Report for 1864. 
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co-operated in the establishment of the Bank by a con- 
tribution of £83,300, an assistance which was greatly 
needed, for at first the public showed little confidence in the 
new enterprise. Of the sum of 6,000,000 florins (about 
£417,000) offered by the Bank, only 1,000,000 florins had 
been subscribed at the end of the first year, and it took until 
the end of the second business year of the Bank, i.e. until 
March 31st, 1816, to get the full amount. From this it 
will be seen that the establishment of the Bank was not 
greeted with much warmth by the pubhc. Both in this, and 
subsequently in the matter of railway construction, the King 
was more far-seeing than the majority of his subjects. 

It was a long time before the operations of the Bank 
attained anything like importance. Its note circulation 


amounted at the end of 


1814 to 
1824 „ 
1834 „ 
1844 „ 


£ 

111,101 

1,388,666 

l,9l&,968 

2,757,733 


Its circulation then increased very much all at once, probably 
owing to the demonetisation of gold : at the end of 1854 it 
amounted to £7,817,260. 

The development of the credit business of the Bank was 
even slower. The sums which it had out on discount and 
loan amounted at the end of 


1814 to 
1824 „ 
1834 „ 
1844 „ 
1854 „ 


00 

718,418 

1,555,173 

1,804,454 

3,233,706 

2,488,828 


The slowness of this development was certainly in part 
due to the fact that the custom of discounting and granting 
loans was as yet but little known. “ Then and for long after- 
wards,’' says Dr. VissERiNG, “ the opinion still prevailed on the 
Amsterdam market, that the help of the Bank was really 
nothing but a last resource intended only for persons who 
were on the brink of insolvency, and no longer able, without 
difficulty, to obtain help from the ordinary money-lenders.” 
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The Government was to blame too. According to its original 
charter, the Bank was not allowed to lend money on foreign 
bonds, or to discount bills or promissory notes signed by 
less than three persons ; nor could any loan transaction be 
completed without the services of a notary. It was only by 
degrees that the rules governing the operations of the Bank 
became more liberal. Under its second charter, dated August 
21st, 1838, the Bank was permitted, under certain restrictions, 
to advance money on foreign bonds; nor did this charter 
impose the obligation to employ a notary in loan transactions, 
while it allowed the Bank to discount both bills and promissory 
notes bearing only two signatures. On July 9th, 1852, the 
Government advanced another step by removing all restrictions 
concerning foreign bonds, and giving permission to the Bank 
to invest its reserve fund ‘' in the National Debt, mortgages, 
and shares of the Bank.” We may note in passing that it 
was then for the first time that a departure was made from the 
strange system of secrecy previously observed by the Bank ; 
the new charter provided that in future there should appear 
in the oificial Gazette on the first of every month a return 
of the Bank's note circulation, deposits, and metallic reserve. 

But it was not only the public and the Government who 
were to blame for the slowness with which the operations of 
the Bank developed during the early years of its existence. 
The Bank itself was also to blame. It always succeeded 
in steering clear of one of the two faults with which the 
Bank of France has been charged, viz. excessive subserviency 
to the interests of the Government. Notwithstanding that the 
Government had helped to establish it, and had endowed 
it with considerable privileges, the Bank always asserted 
its independence even when the Treasury was most in 
need of money. The determination with which the then 
Administration of the Bank resisted every effort to induce it to 
advance money to the State cannot be too highly commended ; 
and it was owing to that determination that the financial 
mismanagement of those days did not result in the notes of 
Bank becoming inconvertible. The charge of lack of 
in the service of the public, however, is one of which 
Bank cannot be so easily acquitted. Under the charter 
of 1814, the Bank had permission to establish branch offices in 
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Eotterdam, Dordreclit, and otter trade centres, and of this 
permission it made no use. Under its second charter, that of 
1838, the Bank was enjoined to establish a branch at 
Rotterdam, an injunction which it failed to cany out. Hence 
it was, that, when the date for the expiration of the second 
charter— March 31st, 1864 — drew near, many people began 
to entertain serious doubts as to the desirability of again con- 
ceding to the Netherlands Bank an exclusive right to issue 
notes. The Bank, it was true, had always maintained an 
adequate metallic reserve, and was an institution whose 
solvency could be relied on with the utmost confidence; but 
were not these advantages being paid for too dearly ? Would 
the development, of which banking seemed capable in Holland, 
be ever realised under the restrictive system hitherto pursued ? 
Thus there arose a banking question in Holland at that time. 
It was vigorously and ably maintained that the monopoly of 
the Netherlands Bank should not be renewed ; that, subject to 
certain conditions to be fixed by law, any one should be free 
to issue notes. Those ideas were vehementlj^ contested by 
others, who held that good legislation could remove such 
defects as had hitherto been revealed in Dutch banking, and 
that the system of centralisation presented advantages which 
it would be unwise to abandon except under stress of urgent 
necessity. 

More than thirty years have passed since that controversy 
was waged, and any one who reads contemporary literature on 
the subject ^ will see that there was exaggeration on both sides. 
Neither of the two systems — the one-bank and the many-bank 
—is wholly good or wholly bad. Each has its advantages as 
well as its disadvantages, and it depends upon circumstances 
whether the former shall predominate, or the latter. A privileged 
bank of issue may act in such a way as to make its existence a 
positive evil to the coimtry in which it operates. It may be 
so dependent on the Government that the convertibility of its 
notes will be frequently in danger ; it may take so restricted 

^ An epitome of that literature has been given by Dr. J. E. B. Baeet 
in the Jaarboehje of 1864 (pp. 279-292). To the writings there mentioned we 
have to add Dr. P. Veeloreh’s work, entitled De VerJiouding van den Staat 
tot het Banhwezen (Utrecht, 1864). Reference has already been made to this 
work, in which the author shows a profound knowledge of his subject. It was 
reviewed by myseK in De (1865), pp. 57-90. 
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a view of its duty to the community in general, that benefit 
would result from the presence of a number of other banks to 
compete with it. But. on the other hand, it may fulfil its 
task in such a manner as to satisfy all legitimate require- 
ments ; by establishing itself not only in large towns, but’ 
also in smaller and less accessible localities, it may place its 
services within the reach of the whole country ; and by com- 
bining caution with boldness in its operations, promote a 
strong, but at the same time healthy, development of credit. 
Time and place must also be taken into account in choosing 
between the two systems. There can be no doubt that the 
system of free banks of issue has contributed towards the 
prosperity of the United States ; ifc has been attended with 
some drawbacks, too, of course (thus, the want of a strong 
central bank has always been greatly felt in the United States 
in times of crisis), but these drawbacks are as nothing corn- 
par^ with the advantages that have been, and are still, 
derived from the system in that country. On the other hand, 
the adoption "of the free issue system in Switzerland has not 
enabled banking in that country to excel in any way, from 
which it will be seen that development does not necessarily 
result from the application of this system. It is with this as 
with so many other matters coming within the domain of 
economic legislation : the choice lies between laisser faire and 
State intervention. Which are we to choose ? Sometimes the 
one, sometimes the other. The national character, the number 
of the population, the history of a people have to be con- 
sidered. We must weigh the probable advantages against the 
probable disadvantages. In many cases there can be no doubt 
as to what our choice should be. Nobody will dispute that 
the currency should be regulated by the State, or declare that 
the postal system should pass into private hands. In most 
cases, however, it is not so easy to determine what the choice 
should be, and one of these cases is that which concerns the 
regulation of banking. So far, Holland has adhered to the 
system of restriction, and she appears to be even less dis- 
posed now than formerly to abandon it. It would not be 
desirable, however, to shut the door irrevocably against 
competition. 

Nor has the Dutch Legislature failed to bear this in mind ; 




CHAP, n BANKING IN THE PRINCIPAL COUNTBIBS 495 

the law of December 22nd5 1863, ''enacting provisions con- 
cerning the Netherlands Bank/’ while declaring that institution 
to "have the right for a period of twenty-five years” to 
operate as a bank of issue, at the same time left it possible for 
the same rights to be conceded to others as well The first 
part of article 1 of the law provides that " No bank of issue 
shall be established, and no foreign bank of issue shall cause 
its notes to be circulated in this country, otherwise than in 
virtue of a special law, and subject to the conditions laid down 
in such law.” It will be seen that this measure corresponds 
approximately to that introduced in Germany on March 14th, 
1875, only the Dutch law shows a much stronger determina- 
tion on the part of the Legislature not to be tied to the system 
of centralisation. They went very far in giving expression to 
this determination at first ; so far, indeed, as not to require the 
Netherlands Bank to make any payment whatever to the State, 
the sole duty imposed upon the Bank being that of " under- 
taking gratis the functions of agent of the Government 
Exchequer at Amsterdam,” the State reserving to itself the 
right to require the Bank " also to undertake gratis the 
functions of Government banker in Rotterdam and in all 
places in which the Bank shall have established branches”; 
finally, it was to be a matter which might be determined by a 
subsequent law, " whether, and if so, subject to what conditions, 
the Bank should be required to undertake the whole of the 
functions of the Government Exchequer within the realm.” 
Subsequently, in virtue of an agreement with the Government, 
sanctioned by a law dated July 24th, 1871, and in consider- 
ation of an annual payment of 100,000 florins, the Bank 
was relieved of the last-named hability, and these 100,000 
florins per annum represent the sole payment which the 
Bank made during the period 1864—89 in return for the 
privileges conceded to it. It is now no longer disputed by 
any one that this generosity was a mistake, and that the 
Government would have acted wisely if, from the first, it had 
stipulated for a share in the profits of the Bank. But in fail- 
ing to do so, it was merely pushing the application of a sound 
principle beyond due limits. Its desire was that the monopoly 
of the Bank should only be a victual, not a legal monopoly ; 
that the State should remain perfectly free to permit the 
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establishment of otter banks of issue, if at any time it should 
think fit to do so. 

From the foregoing the reader will have obtained a s nffi - 
ciently clear idea of the general spirit of the law of 1863, the 
first Dutch Bank Law, for in 1814, as well as in 1838 and 1852, 
the matter was regulated by Eoyal Decree and not by a law. 
We now propose to describe the remaining provisions of this 
law, and the manner in which they have been administered. 

One of the most important of these is contained in article 
5, whereby the Bank is required to establish a branch bank 
at Eotterdam, and at least one agency in each province, 
besides appointing correspondents according to the existing 
needs.’’ How has the Bank fulfilled these requirements ? In 
addition to the branch bank at Eotterdam, there are now 18 
agencies and sub-agencies ; ^ 48 first class, 14 second class, 
and 10 third class correspondents’ ofidces. The fimctions of a 
third class correspondent’s ofiS.ce are confined to collecting 
bills of exchange and other documents ; but at all the 
other ofiSices Inentioned — 82, including the head ofiB.ce — ^bills 
are discounted, loans granted, and notes cashed, issued for 
specie, or exchanged for other notes. 

Under article 7 the credit operations of the Bank are 
restricted to the discounting of commercial paper, and to 
granting loans on bonds and goods. It is forbidden to grant 
loans on mortgage, on security of ships, or on simple note of 
hand ; or to purchase bonds or goods ; only its reserve fund 
may be invested in the Dutch National Debt and in mortgage- 
bank bonds. Thus the scope of the Bank’s operations is greatly 
restricted. In imposing these restrictions the Legislature was 
influenced by the consideration that a bank of issue ought not 
to iavest its resources for too long a period, and that it should 
be in a position to effect a considerable reduction very quickly 
in the amount which it has out on credit, in the event of a 
call being made on it for notes or deposits. Discounts and 
short term loans on the security of goods and public funds 
are in every way calculated to enable a bank to fulfil this 
requirement. If, for example, a bank has £9,000,000 out in 
various discounts and loans, each of which falls due at some 

ft 

^ So far as concerns the public, there is no diSerence betv/een an agency and 
a sub-agency. 
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time within a period of ninety days, it is bound to recover 
at least £100,000 per day on an average in respect to these 
credits ; and if the old credits be replaced by new ones to 
the extent of one-half only, then the uncovered circulation of 
the bank will be reduced at the rate of at least £60,000 
per diem on an average. The longer the terms for which the 
credits are granted, the smaller will be the amount returned 
to the bank per day; the shorter those terms, the easier will 
it be for the bank to replenish its metallic reserve within a 
short space of time. 

But the object which the Legislature had in view could 
have been attained just the same ii the Bank had been allowed 
a wider scope of operations. It would have been quite safe to 
allow it to invest a portion of its capital, besides its reserve, 
in public funds. For the capital of a bank achieves its 
main purpose — ^that of protecting the creditors of the bank 
from detriment arising out of losses sustained by the bank- 
just as well when invested in this way, as it (Joes when not 
invested at all, or when put out in discounts and loans. And 
there is another thing which it would have been safe, hot to say 
advantageous, to allow the Bank to do. Some banks of issue 
are authorised and accustomed to arrange for a portion of their 
bills to consist of paper drawn on firms established abroad. Re- 
garded as an investm^t, such paper is preferable to ordinary 
bills, for the banks can realise on them at any time. No 
harm whatever could have resulted from allowing the Nether- 
lands Bank to purchase foreign bills of exchange. 

This was recognised when the charter of this Bank was 
renewed in 1888 (by a law dated August 7th of that year). 
The capital was then raised to 20,000,000 florins (about 
£1,667,000); one-fifth of that sum the Bank was allowed 
to invest in certain kinds of bonds, and it was at the same 
time accorded permission to buy and sell foreign bills. 

So much for the credit operations of the Bank. Let us 
now see what kind of rules were prescribed with regard to its 
I metallic reserve; the simple and, at the same time, effective 

I manner in which this matter was regulated in 1863 is well 

I worth our attention.^ 
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In the fijst place, it is to he observed that the law does 
not itself prescribe the amount of the metaUic reserve, but 
only provides that there shall be a Eoyal Decree (to be issued 
upon the proposal of the Directors of the Bank) determining 
the amount of that reserve. Article 16 of the law provides 
that this Decree shaU be “ amended from time to time so far 
as shaU be necessary.” Thus, in the event of circumstances 
rendering such a course desirable, the esisting rules concerning 
the metaUic reserve can be altered within a comparatively 
short space of time. But-and this is the second point to be 
observed — the Government cannot regulate the inetalho re- 
serve according to their own discretion; the principle is laid 
down that “ the proportion in which the sum total of the bank 
notes, bank bills, and deposits shall be covered by bulhon or 
specie, sTiall be determined by Eoyal Decree.” Thus a pro- 
portion has to be prescribed as between total cash liabilities, 
i.e. total of note circulation, deposits, and current bank biUs, 
on the one chand, and metallic reserve on the other. A 
proportion, be it observed, and not what the Germans call 
Contingentirung, whether direct or indirect. And it is not 
the note circulation alone, but the whole of the cash liabiUties 
of the Bank that have to be covered by a metallic reserve. 

By Eoyal Decree of AprU 16th, 1864, it was determined 
that the proportion in question should be one of two-fifths, 
or 40 per cent. Knowing this, we can easily ascertain the 
position of the Netherlands Bank at any given time. If, for 
instance, the note cicculation amounts to £19,400,000, the 
current bank biUs to £60,000, and the deposits to £540,000, 
rr,a.v;,.g a total of £20,000,000, then the metallic reserve 
should amount to £8,000,000. Should it actually amount 
to, say, £11,000,000, then there is a “surplus reserve”, of 

£ 3 , 000 , 000 . , 

Since the renewal of the charter of the Bank (by law of 
August 7th, 1888) no further rules have been prescribed m 
the matter of the metallic reserve. Under this charter, 

schappen {Afd. Ldterhtinde, Zde Bedes, Bed XII., hi. 225-261), Dr. N. P. van 
DEN Bee& fiurnishes exhaustive details regarding earUer methods of regulating 
this question. In these earlier methods we find aU those mistakes being made 
with which we are familiar,' such as fixing a maximum amount for the un- 
covered note issue, and requiring a metallic reserve to be held against this 
note issue only, instead of against the whole of the cash liabilities of the Bank. 
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wMcli dates from April 1st, 1889, it is provided '' that 
the term for which the Bank . . . shall be entitled to 
operate as a bank of issue” be extended to March 31st, 
1904, after which it shall be "understood to be renewed for 
further successive periods of ten years,” provided that, at 
least two years before the expiration of any such term, 
" notification of unwillingness in respect to further renewal 
shall not have been made ” on the part either of the Govern- 
ment or of the Bank. But although no further rules have 
been prescribed with respect to the metallic reserve, the law 
itself contains some important provisions besides those relat- 
ing to the purchase of bonds and foreign bills of exchange, 
of which mention has already been made. In the first place, 
a large share of the profits of the Bank is apportioned to 
the State. The first 5 per cent, on capital is taken by 
the Bank. Since the capital amounts to 20,000,000 florins, 
this represents a sum of 1,000,000 florins, or about £83,300. 
Of the balance, one-tenth goes to the reserve fiAd, until that 
fund has reached the sum of 5,000,000 florins. Of what is 
left, half accrues to the Bank and half to the State, until a 
point has been reached when the total share taken by the 
Bank amounts to 7 per cent, of the capital (irrespective of the 
sum paid into the reserve fund). T^^?o-thirds of the balance 
then left are taken by the State, and o?^e-third is taken by 
the Bank. Thus, supposing the reserve fund to have reached 
its full statutory amount, and the profits on the year’s opera- 
tions to be 9 per cent., then the State would take 2 per cent, 
or 400,000 florins ; with a 10 per cent, profit, it would take 
2f per cent., while with a 12 per cent, profit, 4 per cent, or 
800,000 florins would accrue to the State.^ ■ 

Secondly, the functions of the Bank in the service of the 

^ The amount of the Bank’s profits which actuaUy accrued to the State in 
the undermentioned years has been as follows : — 


Years 






Amounts. 

(ended March 31st). 






£ 

1890 . 






77,815 

1891 . 






. 127,524 

1892 . 






. 102,166 

1893 . 






. 62,870 

1894 . 






. 112,310 

1895 . 






41,367 

1896 . 






73,898 




.^4 r' i K 
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Government are more clearly defined. The Bank is obliged 
when requested, to grant advances up to a maximum of 
6 000,000 florins to the Government, at the rate of mterest 
usuaUy paid for loans, and upon the deposfl of adequate 
security hi the shape of treasury notes. This ob^ tion ceases 
when, and for so long as, the “ Surplus Eeserve at the Bank 
faUs short of 10,000,000 florins. It holds good only m so 
far as the loans to the Government would not have the effect 

of reducing the Surplus Eeserve below that Hmit. . 

There is also a provision concerning the purchase of foreign 
bills of exchange, which is worth noting. In order to proven 
the Bank from engaging too extensively m this class of 
business, the law provides that the total amount of money 
invested in such paper shall never remain in excess of 
the amount of the Surplus Eeserve of the Bank for more 
than fourteen consecutive days. The res^t of this is, 
that as soon as that Eeserve becomes reduced O’^g to 
the exportatfon of gold or silver, or to increased discount 
and loan operations, the Bank is obUged to reahse on a 
portion of its foreign bills, if their si^ should happen 
to have reached the maximum. But the practical effect 
achieved automatically by this provision is that the_ sum- 
total of the foreign bills always falls short of that maximum, 
and that the abihty of the Bank to grant credit freely in 
Holland is in no way impaired by the purchase of such 

biUs. 

The Netherlands Bank is not the only corporation by 
wHcli banking business is carried on in Holland, altbongb i 
is the only one that issues notes. There are also many 
institutions, persons, and firms engaged in ba,^g of one 
kind or another. Frequently, but more especially m coimtry 
places, uninvested money is placed in the hands of sohcitors, 
who obtain interest on it by lending it out to persons 
in their immediate circle. Such money also finds i s 
wav to the Amsterdam Exchange, where, as already men- 
tioned, it gets invested through the agency of brokers and 
a.-rv,naT- persons in loans on the security of bonds mostly 
Government and other pubhc stocks. Loans of tins kind 
are said to be “ on prolongation,” because, unless otherwise 
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agreed, they are ‘^prolonged” or renewed from month to 
month, on payment of the interest due. The value of the 
security must always be kept at least at £110 for every £100 
borrowed. It would be difiS.cult to estimate the amount of 
money invested in loans of this kind at any given time, but 
the sum must be a considerable one. A large part of the 
deposits of banking institutions, too, are so invested, as are 
also some of the moneys of which bankers have occasionally 
to take charge by reason, for instance, of their relations with 
people abroad. 

In order to afford the reader at least some notion of 
private banking as conducted in Holland, we will first discuss 
the Banks of Deposit. 

According to the strict letter of the Dutch Commercial 
Code, the business of a banker {Icassier) consists solely in 
taking charge of or receiving money belonging to persons 
or institutions, and in disbursing the same on behalf of, or 
returning it to, the said persons or institutions.^ So far as we 
are aware, however, there now remains in Holland only one 
Association — ^the Associatie Oassa at Amsterdam — which does 
banker’s business on these lines. All the loans advanced by 
this corporation come out of its own capital, and out of such 
moneys as it has received for the special purpose of being put 
out at interest. None of the other banks are conducted on this 
plan. Of the funds entrusted to their care, they only keep 
in hand such a sum as they reckon to be sufficient to enable 
them to meet the payments which fall due from day to day, 
and they invest the remaining portion on terms under which 
they are able to convert it into money, or obtain money on 
it at a moment’s notice. For the fact that they are able to 
do so without difficulty, they are indebted to the resources 
of the Netherlands Bank, and to the facilities provided 
by that institution in the matter of obtaining credit on 
good security. In short, the Dutch banks of deposit have 
gradually developed into the English type. Their scope is 
sometimes greatly restricted by their rules, as, for instance, 
when these forbid them to advance money on real estate, 
to lend on simple note of hand, or to purchase bonds on 
their own account (except to a very limited amount). But 
where such an institution is not a limited company, so that 
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its operations are not tampered by any rules, it can use 
its available funds in whatsoever way it thinks best. The 
Eotterdam bankers lend very largely on simple note of hand, 
the occasional losses which they suffer in consequence being 
amply compensated for by the profits realised. 

Atoam Smith has said that division of labour increases 
with the extent of the market to which it is applied. 
This is not absolutely true, seeing that in a city like 
Paris we find shops where the utmost possible variety of 
goods can be obtained, just as we do in small villages; 
but as regards banking, it is true up to a certain point. 
Por instance, nowhere outside Amsterdam and Eotterdam 
are genuine types of the bank of deposit to be found such 
as we have been describing. In those two cities the banker 
is the stockbroker, and sometimes also the Credit Society or 
its agent. 

The Dutch Crediet-vereenigingen or Credit Societies are 
totally di-ff crept institutions from the German Gredit-vereine ; 
they are not exclusively, or even primarily, intended as institu- 
tions for satisfying demand for capital on the part of small 
borrowers ; their business is rather on a large scale, and they 
do not recognise the collective liability of the whole of the mem- 
bers. The liability of each member is limited to the amount 
of his share, and that amount also represents the maximum 
loan which he can obtain from the Society, whether on per- 
sonal surety, on the security of property, or on simple note 
of hand. The sources on which the Society draws for these 
loans are various. In the first place, it has its own capital, 
there being non-borrowing members (ordinary shareholders) 
in every Society; moreover, each member who wishes to 
rank as a borrowing member must pay up a certain per- 
centage of his share. Then, borrowers are required to give 
the Society promissory notes at three or three and a half 
months, which it can discount at the Bank or elsewhere, and 
this constitutes a second source on which to draw. Lastly, 
being a bank of deposit, it has its current account balances 
and deposits to draw on. The Dutch Credit Societies are 
spreading considerably, partly because they are establishing 
agencies. The official Statistical Year-Book mentions twelve 
of them, with total deposits of £1,383,000, and outstand- 
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ing loans to the amount of £2,117,000 on December 31st, 
1894. 

There is another class of banking institution which, for 
want of a better term, we must call General Banks.” 
Their characteristic feature consists in the wideness of their 
range of operations. They grant loans on bills of lading, 
deal in bonds, bills of exchange, and coupons, undertake 
financial commissions ; in fact, on a greater or lesser scale 
they do every kind of business done by banks of deposit. 
Some of these institutions are also banks in the ordinary 
sense. 

If we had set ourselves the task of passing in review the 
whole range of Dutch banking, we should have to refer at 
some length to the colonial banks, whose main business 
consists in granting loans upon enterprises in the colonies 
and dealing in bills between the latter and the mother 
country ; to savings banks, whose functions are sufficiently 
well known ; and to mortgage banks, which, by issuing what 
are called mortgage bonds, procure the means wherewith 
to grant credit for long terms on the security of real estate. 
But here we are discussing banking only in so far as it is 
connected with economy in the use of money in internal com- 
merce ; and savings banks can hardly be said to contribute 
towards such economy. The system of banks of deposit 
is not so strongly developed in Holland as in England and 
Scotland. It is extending, but as yet the custom of 
paying by cheque has made but little headway in Holland. 
Hence her large bank note circulation, amounting, in the 
period 1890-96, to over £16,750,000 per annum on an 
average ; this works out to about £3:8:4 per head of the 
population, a figure attained in no other country in the world 
except France, where of late the note circulation has risen to 
£3:14:5 per head. In one sense Holland has reason to 
congratulate herself upon the fact, for it shows that the notes 
of the Bank have found their way among a wide circle of 
persons. But it also proves that the bank note has not been 
superseded in Holland to the same extent as elsewhere by 
other instruments of credit, which are more convenient, and 
which experience has shown to admit of still greater economy 
being exercised in the use of metallic money. 
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So far as concerns the use of coined money, four stages 
can be discerned in the growth of nations. In the primitive 
stage, coined money is unknown ; all commerce consists of 
what is called barter, or else substitutes for money are employed. 
At the second stage money comes into use, an advance only 
rendered possible by increase of circulating capital ; for a 
relatively large amount of capital is needed for the employ- 
ment of coined money. The third stage is reached with 
the introduction of credit paper. Lastly, a fourth stage is 
arrived at when the people have learnt to effect the bulk of 
their payments by means of book transfers, and money has 
begun to fulfil a purely imaginary function in the majority of 
cases. By then the nation has, as it were, reverted to the 
conditions of the primitive stage. Its commerce — or at any 
rate the bulk of it — consists once more of barter, but with 
this important difference, that whereas in the primitive barter 
money did not figure at all, it does figure in the modern 
barter, where ^t serves as a measure of value : the people do 
not pay each other money, but they reckon in money. Nor 
is specie altogether superseded. It remains in use for the 
majority of small payments, and serves the purpose of reserves 
to be held by banks against their liabilities. 

To return to the Netherlands Bank, we desire to mention 
one class of its operations which, though not a source of 
appreciable revenue to that institution, is nevertheless very 
helpful to trade, and greatly simplifies payment between 
persons residing in different localities. We are alluding to 
the issue of bank bills, which, whatever the sum inscribed 
on them, are obtainable for that sum plus a poundage of 
30 cents (say 6d.) at any Bank office. Sums amounting 
to about £21,000,000 are remitted annually in this way 
between one locality and another. And there is another means, 
no less extensively used, whereby the Bank simplifies such 
remittances. Any person who has a current account with 
the Bank can have any sum he pleases transferred from his 
account to that of any other person having such an account 
with the Bank, no charge being made for the transfer ; and 
any person can pay sums into any Bank office for the pur- 
pose of having them credited to the current accounts of 
persons residing elsewhere. Transfers and payments effected 
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in th-is way amount to between £11,7005000 and £12,5005000 
per annum. The total amount in respect to wbich payments 
were adjusted between individuals or institutions by means of 
bank bills, transfers, and payments into account, amounted to 
£34,083,000 in the business year 1895-96.^ 


Banking in Switzerland and the United States 


In conclusion, there are a few words to be said concerning 
two countries — Switzerland and the United States — where it 
is open to any one, who complies with certain requirements, 
to open a bank of issue. 

Up till the year 1881, Switzerland had no National Bank 
Law, although the law of 1874, determining the Federal 
Constitution, contained a clause^ under which the framing of 
such a law was expressly permitted, provided ^hat it did not 
grant any monopoly, or confer the status of legal tender 
upon any bank note. It was left to the Cantons to deal with 
the matter, and they were not uniform in their manner of 
exercising this liberty. Thus in one Canton no relations 
whatever existed between the Government and the Bank ; in 
another the former guaranteed the notes of the latter ; some 
of the Cantons even had State Banks. Out of twenty-sis banks 
of issue which existed in Switzerland in 1881, and of which 
the oldest (that of Berne) was not established until 1834, no 
fewer than eleven were administered for the account of Govern- 
ments of Cantons. Until recent years, the bank note circula- 
tion of Switzerland has been insignificant ; it is not so very 
long (1871) since it only amounted to £993,000, or 7s. 5^. 
per head of the population. In 1873 it averaged £2,312,000; 
in 1876, £3,091,600; and in 1883, £4,089,120, or £1 : 8 : 3 
per head of the population. Even then it was small, seeing 
that in Holland it amounted in the same year to nearly £4 
per head of the population. It has gone on increasing, 
however, and now (May 1896) between £7,200,000 and 
£7,600,000 in bank notes are in circulation in Switzerland. 


^ Por further 
cijfers). 
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The entire absence of mutual relations between the various 
banks was a great obstacle to the development of banking in 
Switzerland in the past. The bank notes of one Canton were 
not accepted as payment in the neighbouring Cantons. This 
condition of things was remedied by the Concordat, which took 
effect from September 1st, 1876, whereby the signatory banks 
undertook to cash each other’s paper, in so far as their 
resources shall permit, and in so far as the bank by which the 
notes have been issued shall continue to fulfil its obligations.” 
The Concordat continued in operation until after the intro- 
duction of the law of 1881. It was then renewed. 

Under the law of 1881, all banks of issue in Switzer- 
land, whether existing at the time or established subsequently 
to the date of its coming into operation, are subjected to a 
series of regulations. 

A bank that issues notes must possess a capital of not 
less than £20,000. It must cash its own notes within two 
days of their bdng presented ; it must undertake to cash those 
of other banks free of charge within three days, and to accept 
them as payment so long as the institutions by which they 
have been issued continue to fulfil their obligations. 

The rules relating to the metallic reserve are as follows. 
A metallic reserve representing 40 per cent, of the total note 
circulation must be constantly kept on hand, and must not be 
utilised in any of the other operations of the bank, its sole 
purpose being to ensure the convertibility of the notes. The 
remaining 60 per cent, must consist either of bonds approved 
of by the Federal Council and deposited with a Cantonal 
Government oJfice, or of bills of exchange bearing at least 
two signatures and maturing within four months at the 
outside. These bills, like the metallic reserve, fulfil the pur- 
pose of a special security ” for the holders of the notes. The 
balance of 60 per cent, may, however, be guaranteed by the 
Government of the Canton in which the head office of the 
bank is situated, and in that case the provision relative to the 
bonds and bills of exchange becomes inoperative. There is 
one rule, however, which applies to all banks without distinc- 
tion, and that is that the amount of the note circulation must 
never exceed twice the paid-up and still existing capital of 
the bank. 
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As regards the choice of their operations, the banks are 
subject to no restriction whatever, provided their uncovered 
circulation be secured by the deposit of bonds or the guarantee 
of a Cantonal Government. But if their uncovered circulation 
be secured by bills of exchange only, then various operations 
are prohibited to them. In such a case they are not allowed 
to lend on simple note of hand, to deal in bonds for themselves 
or for others on terms of future delivery, to own land except for 
their business premises, to participate in industrial or commercial 
business other than commerce in precious metals ; nor are they 
permitted to establish joint-stock companies or to place the shares 
or bonds of such companies in the market, if in so doing they 
should incur liabilities towards persons or bodies other than 
Government and Municipal Administrations within the territory 
of the Swiss Confederation. Finally, they are not allowed to 
engage in insurance business or become shareholders in con- 
cerns doing any of the classes of business which they them- 
selves are prohibited from carrying on. 

In order to ensure faithful observance of aft the provisions 
of the law, the banks are requhed to make weekly, monthly, 
and annual returns, according to prescribed forms, to the 
Federal Council, and to allow their accounts to be audited and 
their reserves and bills to be verified by persons authorised 
in that behalf by the said Council. For the purpose of defray- 
ing the cost of inspection, the banks are required to pay the 
Federal Government an annual tax of 0*1 per cent, on their 
note circulation ; and if they have deposited bonds, a tax of 0*1 
per cent, on the amount of such bonds to the Government of 
the Canton in whose custody they lie. The Cantons, however, 
are not allowed to subject the banks to any taxation exceed- 
ing 0*6 per cent, of their note circulation. 

Such is the system of regulation as appHed to the banks of 
Switzerland in 1881. It cannot be said to call for admiration. 
If ever a bank of issue should happen to fail in Switzerland, 
the position of its depositors will not be an enviable one, 
for the holders of notes will have a prior claim upon the 
metallic reserve and upon the bills of exchange or deposited 
bonds, so that the other creditors will have to be content with 
whatever remains. When the system was seen in operation 
— and it was faulty in other respects besides that just men- 
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tioned ^ — it gave no satisfaction ; on the contrary, the desire 
that Switzerland should possess a central credit institution as 
efficient as those existing in other countries, grew stronger 
than ever. The fulfilment of this reasonable desire was barred 
by Article 39 of the Law of the Constitution, and an address 
signed by 80,000 persons was presented to the Federal 
Council urging that that article be amended. The Federal 
Council was at first disinclined to take action in the matter, 
but subsequently acceded to the terms of the address and put 
forward a proposal for the amendment in question. The 
proposal was agreed to by the National Council and the 
Council of States, and on October 18th, 1891, it became law 
in virtue of a National Referendum, As amended, the law 
provides that the right to issue notes belongs exclusively to 
the Confederation, and that the Confederation may permit that 
right to be exercised either through a State Bank administered 
by a ^ special Department of the Government, or through a 
Central Bank administered with the participation and under 
the supervision of the Confederation.^ 

The words, '' with the participation,” are very significant. 
Since 1814 the principle has been maintained in Holland 
(and neither the law of December 22nd, 1863, nor that of 
August 7th, 1883, involves the slightest departure from it) 
that the State must abstain scrupulously from participation ” 
in the administration of the Bank. In this policy of absten- 
tion, the Dutch have seen (and rightly, it seems to us) a 
safeguard against the mingling of politics with banking affairs, 
against a system of bank administration not exclusively 
devoted to the furtherance of those interests for which the 
Bank exists. It is not by mere accident that the Bank 
enjoys the position of being absolutely independent, though 
subject to the supervision of, the Government ; the Legislature 
itself deemed such independence to be essentially necessary 

^ Cf. G. M. Boissevain’s article, “ De Circulatiebanken in Zwitserland,” 
published in De of 1888, pp. 19-37. 

2 Becht zur Ausgabe von Banhnoten und anderen gleichartigen Geld- 

zeichen steJit ausschliesslicTi d&m Bunde zu. 

Der Bund kann das ausschliessUche Becht zur Ausgabe von Banhnoten 
dutch eine unter gesonderter Verwaltung stehende Staatsbank ausuben oder eSf 
vorbehaltlich des Buckkaufrechts, einer zu errichtenden zentralen Aktienbank 
ubertragen^ die unter seiner Mitwirkung und Aufsicht verwaltet wird,^’ 
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for the Bank. The President and the Secretary are the 
only officers nominated by the Government, the five other 
directors being elected by the shareholders ; nor does the 
President or the Secretary receive any instructions, either 
general or particular, feom the Government. In Switzerland, 
as we have seen, a totally different principle obtains, and we 
must bear this in mind when forming our opinion of the 
scheme of bank legislation subsequently introduced by the 
Government. 

This scheme contemplates the establishment of a State 
Bank, and in this the Government has decided wisely under 
the circumstances. Of the two forms of bank, between which 
it had to choose in order to give effect to the amended Article 
39 of the Law of the Constitution, this one was certainly the less 
open to objection. Above all things, there must be harmony 
in the administration of a central credit institution : and how 
is it to be obtained where the Board of Directors is con^osed, 
on the one hand, of private individuals nominated by the 
shareholders, and having a perfectly free hand within the 
limits of the Bank byelaws ; and on the other hand, of 
representatives of the Government who are furnished with 
instructions (some open, others confidential), and whose hands 
are thus tied ? Who will form the majority in such a Board ? 
The shareholders’ representatives ? — ^then the participation of 
the Government will not amount to much. The officials ? — 
then the responsibility will rest with them. Switzerland 
would certainly have done better had she adopted the Dutch 
principle, which is also that adopted by France and Great 
Britain, and which has withstood many a test with brilliant 
success. But let it be adopted in its entirety or not at all. 
A State Bank wholly directed by Government officials will be 
a more independent body than it would ever be possible for a 
private bank partially directed by the State to be. 

The Swiss nation, as a whole, is not quite convinced of 
this; and although the National Council and the Council of 
States have given their adhesion to the principle of the 
Government scheme, it is still uncertain whether it will 
survive the ordeal of the national Referendum} 

^ Details concerning tlie contest waged over this question are to be found in 
an article by A. Reoely, published in vol. Ixv. oi the Jahrbucher fur National- 
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We now come to the United States. Prior to 1863 the 
regulation of banking was left entirely in the hands of the 
various States of the Union ; in that year the Federal Legis- 
lature concerned itself with the question for the first time. 
Not that the States have been curtailed in their liberty of 
enacting bank legislation ; but the Federal Legislature has 
created a new class of banks, called National Banks, and has 
accorded them special privileges. Since then, one has had to 
distinguish between two classes of banks, the State Banks and 
the National Banks. The former are not Government institu- 
tions, as their name might suggest, but banks which have not 
adapted themselves to the provisions of the Federal law. 

The year 1863 was not the first in which privileges were 
accorded to a bank by the Federal Government ; but whereas 
before they had been accorded to one particular institution, now 
they can be secured by any bank. The one institution referred 
to w£s the United States Bank, established in 1791. The 
charter of that JBank, after expiring in 1836, was renewed by 
the State of Pennsylvania, but not long afterwards (in 1841) 
the Bank failed and its shareholders lost heavily. It 
never had a monopoly, but its notes were accepted in all 
the Federal Treasuries. Notwithstanding this privilege, the 
note circulation of the Bank always remained small ; in 1836 
it was only $23,000,000. The deposits, too, were small, and 
reached their maximum in 1832 with $22,700,000, a figure 
which had shrunk to $5,000,000 by 1836.^ Opinions differ 
concerning the manner in which the United States Bank was 
managed during the time in which it held the Federal charter ; 
it has received much praise, and it has also incurred much 
censure. But its business was not large enough to make it 
possible for the Bank to exert a very powerful influence either 
for good or for evil. 

The law of 1863 was more important. There had long 

oTconomie und Statistik (pp. 418-446), and in the Swiss Government publication 
entitled. Art. 39 der Bundesverfassung : Materialien zur Entscheidung der 
Frage Staatsbank oder Privatbank. See also more especially the publication 
entitled, Protokoll der Kommission des Nationalrates betreffend Bundesbank- 
gesetz, Bern, 1895. [In February 1897, the scheme was rejected by a Referendum. 
There were 192,651 Ayes and 247,688 Noes. — A. A. W.] 

^ See Bulletin de Statistigue (1884), voL i. p. 731, where figures are given 
covering the period 1817-40. 
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been need for improvement in tbe banking system, for things 
had generally been in a very unsatisfactory condition. A sum 
amounting on an average to 5 per cent, of the monetary circula- 
tion was lost to the public annually in consequence of the bank 
having stopped payment.^ In 1841, 56 banks, representing 
one-fifth of the total bank capital of the United States, failed. 
In 1836, in the State of Ohio, the paper of 36 banks became 
worthless, while 18 other banks were in a state of liquidation. 
In the same year, 51 out of a total of 94 banks in the State 
of Indiana stopped payment, and their notes were negotiated 
at a loss of from 25 to 75 per cent. In fact, it had come 
about at one time that every bank in the United States 
had suspended specie payments. Not all the States of 
the Union, it is true, were in equal need of bank reform. 
New York State, for instance, had had a very good bank law 
since 1838. It was subsequently improved, and its provisions 
were adopted by eleven States.^ But banking throughout the 
whole of the States of the Union suffered from one drawback, 
which the Federal Government alone could remedy, and that 
was, that none of the existing bank paper was current all over 
the Union. 

The law of 1863, including its amendments, may be 
summarised as follows. Every National Bank must possess a 
paid-up capital of from $100,000 to $200,000, according to 
the population of the locality in which it is established. The 
amount for which it may issue notes depends upon the amount 
of its capital. Thus, if it possesses $600,000 or less, it may 
issue notes up to 90 per cent., and if it possesses more than 
$3,000,000 it may issue them up to 60 per cent, of its capital. 
The notes are supplied to it by the Federal Government, 
but only upon the bank depositing $100 in United States 
bonds for every $90 in notes. The notes, moreover, are 
supplied subject to the condition that the bonds deposited 
(which remain the property of the bank) shall never be con- 

^ See Mr. R. W. Barnett’s interesting article on “ Tlie National Banks of 
the United States of America,” in the Journal of the Institute of Bankers (vol. 
hi. pp. 381-414), and the equally well-written article in the Bulletin de Statis- 
tique of 1884 (vol. i. pp. 707-736), of which mention has already been made. 

^ An abstract of this law will be found in an article on “ Banking in the 
United States,” written by M. Philippovitoh for the Handworterbuch der 
Staatswissenschaf ten, TheHii, -p, 110. 
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sidered to Ibe worth, more than par, no matter what the price 
at which they are quoted in the market. In the event of a 
National Bank failing, the holders of its notes can appeal to 
the Government, which is then empowered to sell the bonds 
on behalf of the bank, and to employ the proceeds in redeem- 
ing the notes. 

Unlike any other enactment dealing with the same subject, 
the United States Bank Law of 1863 requires no metallic 
reserve to be held against the note circulation. Only the 
deposits have to be so secured, and the amount of the metallic 
reserve required to be held against deposits is not the same for 
all places. The law specifies eighteen cities— which it calls 
''Kedemption Cities” — ^where the reserve must amount to 25 
per cent. ; in all other places it need only amount to 15 per 
cent., and a portion of it may even be deposited with the 
banks of the Redemption Cities.” It must consist of legal 
tender, that is to say, either specie or Government notes. 

As regards their scope of operations, the National Banks 
are subject to a few restrictions under the law. They must 
not own real estate, advance money on mortgage, or lend to 
any one person a sum exceeding 10 per cent, of their own 
capital. They are, moreover, subject to the supervision of a 
Federal officer, styled the “ Comptroller of the Currency,” who 
may require them to furnish him with any information which 
he deems necessary. 

As a set-off to these restrictions and obligations, the 
'^National Banks” enjoy the following advantages. In the 
first place, they are taxed at a much lower rate than the other 
banks ; they pay 1 per cent, per annum on their note circula- 
tion, as against 10 per cent, payable by the State Banks” 
under a law of March 5th, 1865. Again, the notes of the 
''National Banks” are accepted by the public Treasuries in 
discharge of all payments (other than import duties) accruing 
to the Federal Government ; while the latter is empowered 
to effect all its payments (other than in the service of the 
National Debt) with such notes. It also guarantees their 
convertibility, and for this purpose receives in deposit from the 
banks a sum amounting to 6 per cent, of their circulation. 

One result of this law was, that after a while the 
" National Banks ” were the only banks that continued to 




The bank note is diminishing in importance. The 
^‘National/’ as well as the other banks, are acquiring more 
and more the character of deposit banks. The feature which 
distinguishes the '^National” from the State’’ bank is be- 
coming less prominent from day to day. The cheque system 
is advancing steadily. There are at present 62 clearing houses 
in the United States, where some £12,000,000,000 are cleared 
annually. In 1894, an inquiry was undertaken with the object 
of ascertaining how far the cheque had come into use as a 
medium of payment in retail transactions. The data resulting 
from this inquiry were incomplete, but they sufficed to show 
that drafts on bankers occupy a very important place among the 
media of payment in use even in retail trading transactions.^ 


^ See Annual Report of the Comptroller of the Currency (Washington, 1894:), 
P. 17. 
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issue notes. Not that the State Banks disappeared; in 1894 
there were still 4,359 of them in existence ; but they were all 
deposit banks. The profits derived by the National Banks ” 
from the issue of notes have shrunk very much in recent 
times, owing to the Government having succeeded in borrowing 
at a lower rate of interest than before, and redeeming a large 
amount of old debt. In October 1894, the guarantee funds 
deposited with the Government by banks in accordance with 
law, amounted to $199,000,000 ; of this sum, $155,000,000 
consisted of 4 per cent, bonds. Bearing in mind, moreover, 
the 1 per cent, tax on circulation — ^formerly the banks were 
also taxed J per cent, per annum on their deposits and share 
capital, but they were relieved from this by a law dated March 
3rd, 1883 — we shall understand that these institutions can no 
longer derive much profit from the issue of notes, and that 
their advantage rather lies in the direction of developing their 
current account business. The following figures show this*^: — 


Year. 

Number of 
National 
Banks. 

Paid-up Share 
Capital. 

Notes Issued. 

— • — 

Deposits. 

1864: 
1874 1 
1884 
1894 

508 

2,027 

2,664 

3,765 

£ 

18,083,000 

103.292.000 

109.188.000 

139.355.000 

£ 

9,438,000 

65.771.000 

58.417.000 

35.896.000 

£ 

25,458,000 

131.125.000 

208.750.000 

362.938.000 
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Not counting the deposits in the 1,024 savings banks (about 
£364,000,000 belonging to 4,777,689 depositors), no less than 
£618,125,000 were deposited in banks of various kinds in 
the United States in 1894, so far as could be ascertained. 

Notwithstanding all that may, with truth, be said in its 
favour, banking in the United States is not in an altogether 
satisfactory condition. The note issues are adequately guar- 
anteed, it is true, but the other liabilities of the banks are not. 
For some years after the introduction of the law of 1863, 
there was an impression that at least the National Banks were 
being properly managed, and that there would be no recur- 
rence of past calamities. Gradually, however, this impression 
waned. Between 1863 and 1874, only 37 of these banks 
became insolvent; but for the period 1875-84 the number 
rose to 65, and for the period 1885-94 to 158. This 
makes a total of 260, to which must be added 975 banks that 
went'" into liquidation. A large number of the bank failures 
were due mor^ especially to the events of 1893, of which the 
state of the currency was not the sole cause. During the 
first half of that year, the deposits of the “ National Banks ” 
fell by no less than £42,000,000, and several of these banks 
got into difficulties. Credit in the United States caimot as 
yet be regarded as having achieved a reputation for stabihty, 
and there are times when the need for a central credit institu- 
tion in each of its trading centres is sorely felt by that country. 
Nor are the National banking laws of the United States 
altogether satisfactory; agitation for their improvement is 
proceeding in various quarters.^ So far, all efforts to bring 
about the desired improvement have been unsuccessful, and 
it will probably be some time before they are crowned with 
success, seeing that in the United States all questions per- 
taining to the currency give rise to so much controversy.® 

With this we conclude our review of the banking arrange- 

^ Of. Beport of the Committee on Banking and Currency, together with 
Hearings thereof, on Bill H.B. 8149 (Washington, 1894). The Bill in question 
was one introduced into the House of Eepresentatives in 1894 “ to amend the 
laws relative to National Banking.” 

* By the Act of March 14th, 1900, several modifications have been intro- 
duced into the law regarding the issue of hank notes. See notes in Appendis 
to present translation, p. 604. — A. A. W. 
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ments of tlie principal countries. It will be seen that only the 
main features Lave been indicated, and only those countries 
dealt with in which, for one reason or another, the banking 
arrangements are deserving of special notice. We now 
propose to treat of the bill of exchange, a species of credit 
instrument which renders important services, more especially 
in international trade ; and of foreign exchanges, a subject 
which bQars a close relation to that of money. 



CHAPTBE III 


T!TT.T,« OF EXCHANGE AND FOREIGN EXCHANGES 

§1 

The Purpose of the Bill of Exchange 

In a commercial nation there are always certain persons 
who have to paake payments abroad. They have purchased 
foreign goods or securities ; they owe interest on capital, 
which they have borrowed abroad, or the time has come 
for repapng such capital; the rate of interest is higher 
abroad than at home, and they wish to take advantage of the 
fact ; or lastly, they have collected money for some person or 
persons residing abroad. Every one knows, in fact, that there 
may be a variety of reasons why any one who has dealings 
with a foreign country should have occasion to remit money. 

But in a commercial nation there are also certain people 
whose case is exactly the reverse of that of the persons just 
referred to. They have sent goods or securities abroad ; they 
possess coupons payable abroad ; they have had a credit opened 
to them abroad and wish to avail themselves of it, or they have 
invested some capital abroad and wish to recover it. " 

What is more natural than that these two groups of 
persons should effect a mutual arrangement? It is to the 
interest of both that they should. If those who are entitled 
to draw money from abroad transfer their claims to those who 
wish to send money abroad, each will save the other expense 
and trouble by doing so. 

. The bill of exchange is the instrument by means of which 
such transfers are effected. It does not transfer any capital, 
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but it places capital at the disposal of others. The bill of 
exchange is a document directing one person to pay a sum of 
money to another person or to the order of {i.e. to some third 
person designated by) the latter. The person who issues such 
a direction is said to draw a bill, and is called the drawer ’’ ; 
the person directed to make the payment is known as the 
'"drawee/’ and when (by writing his name across the face of the 
bill) he has pledged himself to make the payment, as the 
" acceptor ” of the bill. The act by which one person trans- 
fers to another his claim in respect to a bill is termed 
" endorsement,” because it consists in writing on the back of 
the bill. Again, for the drawee, the bill constitutes a " draft,” 
and for the person to whom it is sent, a " remittance.” 

The economic importance of the bill of exchange is closely 
related to its legal character. According to the laws of all 
countries, the person who afllxes his signature to a Jbill of 
exchange, no matter in what capacity, becomes liable to any 
lawful holder of the bill for the full paynj^nt of the sum 
inscribed thereon. Such is the general rule, though excep- 
tions are admitted under the laws of certain countries. When 
a person who has bought a bill and sent the same by way 
of remittance gets the bill returned to him unpaid, he is 
entitled to claim payment of the money from each person 
whose name appears on the bill. Thus the bill of exchange 
is a medium of payment. In international trade, people 
pay each other with bills of exchange, just as in the home 
trade they do so with coin, bank notes, or cheques. Never- 
theless, there is an important difference between money and 
bills of exchange. When a currency is properly regulated, 
its component parts are not liable to fluctuate in value 
relatively to each other ; 1,000 florins in bank paper are 
always worth 1,000 florins in coin. But the rates of ex- 
change are constantly varying. A bill on Paris does not 
always cost 48 florins per 100 francs, but sometimes 47*90, 
sometimes 48*10 florins. A bill on London is not always 
to be had for 12*10 florins per pound sterling ; sometimes 
more has to be paid for it; sometimes less. It is for the 
purpose of explaining this, and of stating both the causes 
and limits of these fluctuations, that we expound the theory 
of foreign exchanges. We will do this later on. For the 
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present we will confine onr attention entirely to the bill of 
exchange itself, so as to arrive at a clear understanding of its 
purpose and nature. 

In this connection something yet remains to be said. 
The obvious question presents itself, as to how the person, who 
has a payment to make to some one residing abroad, gets to 
know that some other person has a payment to receive from a 
debtor residing in the very same place ? Again, is it not by 
mere chance that the sum which the one has to pay coincides 
with that which the other has to receive ? May it not happen 
that while many people are in the position of having to send 
remittances to Paris, the bulk of the bills in the market are on 
London, Berhn, or elsewhere ? 

The answers to these questions will be found in what 
follows. Supply and demand are brought together through 
the n^edium of bill brokers. The person who wants to send a 
remittance abroad, or has a bill to dispose of, consults his 
broker, and thejatter endeavours to accommodate him. There 
is a regular trade in foreign biUs, just as there is in goods or 
stocks. Such biUs can be obtained or disposed of in any large 
commercial centre by any one who is prepared to offer or 
accept such a rate of exchange as will ensure a suitable profit 
to foreign bankers. Indeed, if it were not for these, trading in 
bills could only be carried on with great diflS.culty. Let us 
glance at the operations of the bankers, in so far as they have 
reference to the subject in hand. 

Every foreign banker has relations with foreign bankers 
abroad, and keeps himself constantly informed of the rates of 
foreign exchanges and stocks. If a banker in Amsterdam gets 
to know that there is a strong demand in Paris for bills on 
London, and a redundancy of such bills in Amsterdam, he buys 
some of them and sends them to his correspondent in Paris. 
He thus becomes entitled to a remittance of money from his 
Paris correspondent, and there are several ways in which he 
may recover this money. His simplest plan is to draw a bill 
for the amount, but he may find some other plan more advan- 
tageous. While bills on London are redundant in Amsterdam, 
and in strong demand in Paris, it may happen that bills on 
Berlin are scarce in Amsterdam and redundant in Paris. In 
that case our banker will probably instruct his correspondent 
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to send him tte equivalent of the London bills in bills on 
Berlin. The business arising ont of this is called arbitration 
of the exchanges. Just as the merchant makes his profit 
ont of difierences in the prices of goods, so the foreign banker 
makes his ont of difierences in the prices of bills, and the 
operations both of the merchant and the banker have the 
beneficial efiect of redncing these difierences to a minimnm. 
The expenses connected with this sort of business are trivial, 
consisting of nothing but a small commission and the cost 
of bill stamps and postage ; but owing to the keenness of 
the competition among bankers, the gains usually amount to 
only a httle more than the expenses. It is only when credit 
has been severely shaken, owing to special causes, that we find 
considerable differences in the rates of exchange prevailing in 
different markets for bills of the same kind, or in the rates 
between two places drawing bills on each other. An ingtance 
of this occurred in July 1870, when the Franco-German war 
broke out. It was not long, however, before confidence was 
restored, and things then resumed their normal course. All 
trading in bills is based on confidence. If the foreign bankers 
in different places had no confidence in each other, or distrusted 
the firms offering them bills for sale, trading in bills would be 
quite impossible. 

The instance given above was one of arbitration of the 
exchanges pure and simple; but trade in bills may also be 
combined with trade in stocks and precious metals. Suppose 
that there is a strong demand for bills on Paris, but that 
the supply of such bills is short. French bills now become 
dearer, and it may be profitable for bankers to send stocks 
to Paris and draw bills for the amount. If no profit is to be 
got by sending stocks, then gold- can be sent. There is 
always a rate of exchange at which it becomes profitable to 
draw bills, just as there is a rate at which it becomes profit- 
able to buy them. A very shght variation in the rate of 
exchange will often suffice to elicit supply or demand in the 
matter of bills of exchange. 

The statement just made is true, quite independently of 
the co-operation of the bankers. Suppose that a quantity of 
goods, bought in Amsterdam for 12,000 florins, could be sold 
in London for £1,000, clear of freight and all other charges. 
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would it be advantageous to buy those goods and send them 
to London ? Not so long as the exchange was at 12 florins 
to the £ sterling. But were it to rise to 12*16 florins, a profit 
of 160 florins could be made by the transaction (12*15 florins 
X 1000 = 12,150 florins). Every rise in the value of foreign 
bills of exchange has a tendency to cause goods to be exported, 
which could not have been exported with advantage before, 
and export of goods brings forth supply of bills. For, as soon 
as a merchant has sent goods abroad, he draws for their 
amount, unless he has come to some other arrangement with 
his correspondent, or finds it to his advantage to await 
remittances. 

Conversely, every fall in the value of foreign bills tends to 
make it profitable to import goods which could not have been 
imported with profit before. A quantity of goods bought in 
London for £1,000 can be sold in Amsterdam for 12,160 
florins, clear of freight and all other charges. So long as the 
English exchange in Holland stands at £1 sterling for 12*15 
florins — in other words, so long as it costs 12,150 florins to buy 
the £1,000 in bills which must be remitted to London in pay- 
ment for the goods, — ^there is nothing to be gained by import- 
ing those goods. But were the value of bills to drop, so 
that instead of 12,160, only 12,000 florins had to be paid for 
the bills, the situation would change at once. With bills of 
exchange, as with most other things, higher prices bring in- 
creased supply and lower prices the reverse. 

In what has been said so far, it has been our special aim 
to explain the trade carried on in bills of exchange ; to make 
the reader understand how those who have payments to make 
to, and those who have payments to receive from, persons 
residing abroad, are brought into relation with each other ; 
how, even when their wishes do not quite coincide, they are 
enabled, through the medium of the bankers, to help satisfy 
each other’s wants ; and furthermore, how supply and demand, 
in the matter of bills of exchange, depend upon the prices of 
such bills. The biU of exchange is a medium of payment, one 
which has to be bought with money, however. The dearer 
it becomes, the smaller will be the profit derivable from 
such import business as necessitates our acquiring this medium 
for purposes of payment; the greater, however, will be the 
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profit derivable jErom such export business as affords us an 
opportunity of supplying it to otters. 

A few words more. There are countries which, though 
importing only from a few, export to a large number of 
countries. For instance, nearly the whole of the imports 
into British India from Europe come from the United 
Kingdom, whereas a considerable part of the exports of 
British India go to countries other than the United Kingdom. 
Oydng to this, a merchant in Bombay or Calcutta, who had 
sent goods to Hamburg, would experience considerable difficulty 
in finding any one to whom he could dispose of a bill on 
the latter place; he could find purchasers far more easily 
for a bill on London. This difficulty is overcome by having 
recourse to the mediation of London bankers. A person 
who sends an order from Hamburg or Amsterdam to 
Bombay or Calcutta, always sends with it what is called 
a ‘^confirmed credit on London”; which means that he 
authorises the Indian house to draw on an English bank for 
the value of the goods ordered, and this authorisation is 
confirmed ” by the bank in question. In such a case the 
London banker will, before long, have a debt to claim from 
the Amsterdam or Hamburg merchant ; it is as if the claim 
of the Indian house had been transferred to the banker in 
question. But our merchant will have no difficulty in settling 
his debt, since bills on London are always procurable both in 
Hamburg and Amsterdam; for, as every one knows, both 
Germany and Holland export considerable quantities of goods 
to the United Kingdom. The arrangement, therefore, comes 
to this, that Germany and Holland do not pay British India 
for what she has sent them, but they pay the United Kingdom 
instead. They cover their imports from the former country 
with their exports to the latter ; and for the goods which the 
United Kingdom sends to British India she receives an 
equivalent from Germany and Holland. Since the system of 
confirmed credit on London is very extensively applied — ^in 
relation not only to British India, but to China, Australia, and 
America as well; and in favour not only of Amsterdam and 
Hamburg, but of a very large number of other places too 
— ^we may assume that a considerable part of the import 
trade of the United Kingdom is concerned with the system 
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in question. Tke United Kingdom receives grain from New 
York, wine from France, and cattle and dairy produce from 
Holland, in exchange for cotton goods and iron wares, which 
she has sent to Asia. 

It is the trade carried on in hills of exchange that renders 
all this possible. By reason of that trade it is possible for a 
country which exports goods to one place only, to import 
goods from a hundred other places, and yet pay for her 
imports with her exports. Great as is the economy in the 
use of precious metal exercised in inland trade, that exercised 
in international trade is far greater still. Months pass 
sometimes without a single ounce of bullion being taken 
over the Dutch frontier, though the foreign trade of Holland, 
including trade in stocks and bonds, is very considerable 
indeed. Practically all accounts are settled by means of bills 
of exchange ; or, if not in that way, by book transfers or 
by telegraphic money orders, which enable even bills of 
exchange to be dispensed with. 

Have we now said all there is to say concerning the 
purpose of the bill of exchange? Does the bill of exchange, 
like the bank note or the book credit, fulfil no other purpose 
than that of a medium of payment ? In the case of the short 
bill — ^the bill which matures within a few days of the date 
when it was drawn — ^this is undoubtedly so ; such paper fulfils 
no other purpose than that of a medium of payment. But 
there are also bills which do not mature until two, three, or 
six months after the date which they bear, or on which 
they are presented for acceptance, and such bills are some- 
thing more than a kind of international medium of payment. 
They are also a medium for procuring cajpital. A merchant in 
Manchester sends goods to a merchant in Amsterdam and 
draws a bill at three months on the latter for the amount, 
which bill he sells forthwith. In this way he actually receives 
the equivalent for the goods sent abroad, and he is enabled to 
replenish his stock the very same day. Now, from whom 
does he receive the equivalent ? Not from the merchant in 
Holland, to whom the goods were supplied on credit, but from 
the person who buys the acceptance. That person has tem- 
porarily invested part of his capital in a bill on Amsterdam, 
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or, to express it more accurately, lie lias parted with a portion 
of his capital in exchange, for a bill on Amsterdam. 

But the bill of exchange is used as a medium for procuring 
capital in a great variety of circumstances besides those involv- 
ing export business. A foreign banker will frequently open a 
credit account with a commercial firm in order to furnish that 
firm with capital to be used for general business purposes, that is, 
without reference to any particular undertaking contemplated by 
the firm. Such credits are of a special character. The banker 
merely lends his name, for he expects to receive the where- 
withal to meet the bill before it reaches maturity. The 
person who buys it may dispose of it very quickly to some one 
else, and then he will soon have his money back again. The 
bill may change hands several times before maturing, in which 
case each holder in turn succeeds to the role of supplier of 
capital. And the capital supplied may change its form ever so 
many times, since the goods which the drawer of the bill has 
in stock may vary from day to day. There are j^eople, the bulk 
of whose property always consists of bills of exchange. No 
sooner have they sold or received payment in respect of one 
bill, than they get another in its place. Such a person may 
be said to have given his capital to society collectively, and in 
exchange to have received paper representing all sorts of claims 
on its members individually. But his debtors are constantly 
changing. To-day they may be Germans, to-morrow English- 
men or Frenchmen, next day perhaps Dutchmen or Belgians. 

It is a matter of common knowledge that the bill of 
exchange, as a medium for obtaining capital, is frequently 
abused ; but it would be difficult to trace the line which 
divides its legitimate use from its abuse in this connection. 
Bills other than those drawn on recipients of goods or bonds 
consigned abroad are sometimes spoken of in terms of dis- 
paragement.^ But why should such a view be taken of a 
transaction which is not wrong in itself ? It is only wrong 
when carried to excess. A person who gets credits opened to 
him right and left, with the object of trading far in excess of 
his resources, thereby exposes others to the risk of loss, and 
in so far does wrong. But why should it be considered 

^ In Holland such paper is called “ chimney-paper,” in Prance ^a^ier de 
comjglaisance. 
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objectionable for a merchant who has been confidently 
expecting a remittance, and has been disappointed in his 
expectation, to get a credit opened to him through one of his 
commercial friends ? Such credits may be abused, but it does 
not follow that they must 

As a medium for obtaining capital, use is also made of the 
inland bill of exchange. Where banking is in an undeveloped 
condition, the bill of exchange fulfils the same role in inland 
trade as it does in foreign trade. Prior to 1863— that is, 
before there were any National Banks in the United States— 
bills on New York were negotiated in Chicago, New Orleans, 
and elsewhere at fluctuating rates of exchange; for, a person 
who had to send a remittance to New York preferred paying 
a small premium for a bill to being put to the trouble and 
expense of sending gold ; and a person in New York, having a 
debtor residing in one of the other cities, preferred drawing a 
bill on the latter, thereby incurring a slight loss, to having 
the amount r^itted to New York in specie. In those days, 
therefore, the price of bills was sometimes below, sometimes 
above par, according as the preponderance lay with demand 
or with supply. These fluctuations are now no longer possible, 
because people can send each other bank notes. Where 
banking is strongly developed, and particularly where there 
is a central credit institution, which greatly facilitates 
transfers, the inland bill, though not obsolete, is by no means 
indispensable. 

But as a means of procuring capital the bill of exchange 
still retains its importance even in inland trade. And this 
importance seems likely to increase by reason of the gradual 
disappearance of the curious provision (formerly to be found 
in all laws having reference to bills of exchange) that the 
place where a bill is payable must not be the place where 
it was drawn. This provision, which dates from the time 
of Canon Law, still figures in the Commercial Code of 
Holland ; so that, for example, though it is permissible for a 
firm in Amsterdam to request a promissory note from another 
firm in the same city, the one must not draw a bill on the 
other unless such bill be payable, say, in Rotterdam or the 
Hague. If this provision should ever be removed from the 
Statute Book, the bill of exchange will probably supersede 
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tlie promissory note to a great extent; but then tbe former 
would be employed between mercbants of one and tbe same 
place only for the purpose for which the promissory note is 
now employed — ^that is to say, not as a medium of payment, 
but solely as a means of enabling merchants to supply each 
other with goods on credit, and yet be in a position to 
obtain the equivalent for their goods in the event of their 
requiring it. 


Difference in Rates of Exchange as between Bills for 
Long and Bills for Short Terms 


We now propose to discuss the prices of bills of exchange, 
or the rates of foreign exchanges, to use the technical expres- 
sion. Before we do so, we have a few observations to offer 
concerning the form in which those rates are most comihonly 
expressed. 

The most usual form is that employed inTSolland, where 
the rate is expressed in the currency of the country in which 
the bill is negotiated. A bill on London is said to be worth 
12*05 or 12*10 florins per £ sterling; a bill on Paris is 
quoted as worth 47*95 or 48*05 florins per 100 francs ; a 
bill on Berlin as worth 69*20 or 59*40 florins per 100 marks, 
and so on. This method of quotation is both simple and 
practical. Simple, because all prices are quoted in this way ; 
and practical, because when we say that “ the rate of exchange ’’ 
has risen, we really mean what that statement expresses, 
namely, that bills of exchange have become dearer. 

The English method differs from this. In England, as a rule, 
the rate is quoted in the currency of the country in which the 
bill has to be met. A bill on Paris is said in London to be 
worth, not £4 or £3 : 17 : 6 per 100 francs, but 25 francs, or 
25*26 francs per £ sterling. It is as if we were to say that 
sugar cost 5 or 6 lbs. per shilling. The same method obtains 
in Batavia. When the exchange for bills on Holland is there 
quoted at 99 florins, it means, not that a bill for 100 florins 
on Holland will fetch 99 florins in Batavia, but that 100 
florins will have to be paid in Batavia for a bill of 99 florins 
on Holland. A low quotation, according to the English and 
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DutcMndian system, therefore, denotes a high price. Thus a 
fall from, say, 25*25 to 26*10 francs in the rate quoted in 
London for bills on France, or a fall from, say, 101 to 100 
florins in the rate quoted in Batavia for bills on Holland, 
really represents a rise in the rate of exchange. 

We have thought it necessary to mention this little matter, 
for it is a point with which one has to be acquainted in order 
to be able properly to understand the works of English 
writers on this subject. Here we propose to follow the 
Dutch method. By a rise in the exchange we shall, therefore, 
always mean a rise in the price of foreign hills. 

In looking for the causes which determine rates of ex- 
change, we must distinguish carefully between two questions. 
What determines the rate for long- as compared with that for 
short-term bills, and what deternodnes the rate for short-term 
bills rhemselves ? W'e have not to look far for the answer to 
the first question. 

The difierence in price as between bills for long and bills 
for short terms consists of interest. G-iven two bills for equal 
amounts, the one entitling the holder to immediate payment, 
the other entitling him to payment at the expiration of two 
months, but not sooner, the former will exceed the latter in value 
by a sum corresponding to two months’ interest on the amount 
for which the bills are drawn. Having said this, we should 
have said all that was needful, but for a circumstance which 
frequently arises and which introduces a little complication. 
The rate of interest is not everywhere the same. It may be 
8 per cent, in New York, while it is 3 per cent, in London, and 
then the question arises, which rate determines the difference 
between the prices for long- and those for short-term bills of 
the United States on England ? Is the difference determined 
by the American, or by the English rate of interest ? 

In this case it is determined by the latter, for the difference 
in price between a long- and a short-term bill for the same 
amount can never be greater than a sum corresponding to 
the interest for the time of the former’s maturing in the place 
where the drawee is domiciled. The reason is, that money 
can always be got at once for a good bill in the place where 
that bill has to be met, and subject to a deduction for interest 
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at tlie current rate. This deduction is called discount. When 
the rate of discount in London is 3 per cent, it signifies that 
the holder of long-term bills payable in England can obtain 
money for them at once from London banks, provided he be 
willing to submit to a deduction at the rate of 3 per cent, 
per annum on the amount of the bills. As the London rate 
of discount is known everywhere, holders of long-term bills 
on London will not accept a lower price for them than 
that for short-term bills, less interest at the rate current in 
England. And to the buyer of bills it is immaterial whether 
he take long-term bills at this price or short-term bills at 
the current rate of ezchange, for he receives the same value in 
either case. It is certain, therefore, that the difference in 
the rate of exchange between long- and short-term bills can 
never exceed interest at the rate known to be current in 
the place where the bills have to be met. When used in this 
connection, the expression rate of interest ” always ^ands 
for discount. 

The difference can never amount to more •than what has 
just been stated; but should we be equally right in sa57ing 
that it can never amount to less ? We should not. The 
rate of discount current in the place where the drawer resides 
has no effect so long as it remains higher than the rate current 
in the place of domicile of the drawee. Whether the rate of 
interest in New York stands at 8, 9, or even 20 per cent., it 
makes no difference to the relative value of long-term bills on 
England, so long as bills can be discounted in London at 3 per 
cent. But if the situation be reversed, if, in the drawer’s 
country, the rate of interest be lower than in the country of 
the drawee, the former rate occasionally acquires an influence 
which under ordinary circumstances it lacks. 

Under ordinary circumstances ; but as a matter of fact 
such a situation as that just described is most unusual. 
Whenever two countries, in which, as a rule, the rates of 
interest current at any time are different, trade with each 
other, the whole of the capital required for this trade is in 
most cases supplied by the country in which, as a rule, the 
lower rate of interest is current; which means that this 
country does not insist on receiving an immediate equivalent 
for the goods which it exports, being content to receive it 
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later on.^ It is to some extent owing to this that the long- 
term bills between the two countries usually flow in one 
direction, and that is, from the country with the higher to 
that with the lower rate of interest. When, for instance, a 
manufacturer in Holland sends goods to Batavia, he does not 
draw a three or a six months’ bill on Batavia, but waits for 
his remittance until after the goods have been duly delivered 
and sold. If he should happen to need capital in the mean- 
time, he would procure it through some firm or credit 
institution in Europe. There are establishments which make 
it their business to supply capital to persons and firms so 
situated. Such establishments belong to the category of 
“ general banks ” mentioned on page 503. 

But it frequently happens that in a country where it is 
usually lower the rate of interest becomes instead temporarily 
higher t han in other countries. England usually has a lower 
rate of discount than most of the countries with which she 
trades ; and yet, in 1866 the English Bank discount stood 
for months together at 10 per cent. In such a case, the 
difference in the rate of exchange between long- and short- 
term bills may be less than the figure indicated by the rate 
of interest current in the place where the bills have to be 
met ; for then foreign capitalists, in order to profit by the 
}iigb interest, will be anxious to buy long-term bills drawn on 
such a place. The result of many competing in the purchase 
wrill be a slight rise in. the price of the bills ; so that if 
the rate of interest were 3 per cent, in Amsterdam, and 10 
per cent, in London, persons in the former place investing 
in long-term bills on the latter would make not 10, but 
perhaps 7 or 8 per cent, per annum on theic investment. 

It may be asked why competition in this case does not 
effect a still further reduction in the profit, bringing it down 
to, say, 3| or 4 per cent, per annum ? The reason is, that the 
investment of capital in foreign bills is always attended with 
a certain amount of expense, and — ^what is of still more 
importance — may be attended with some loss. Suppose a 
merchant in Amsterdam buys long-term bills on London, when 
the rate of exchange quoted in Amsterdam for short-term 
bills on London is 12-15 florins per £ sterling; and suppose 
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that by the time the former have matured the latter are 
being quoted at 12-05 florins ; in that case the merchant will 
lose 0*10 of a florin per £ on exchange, ’vyhich will diminish 
the amount accruing to him as interest on the transaction. 
Suppose that interest to have been at the rate of 8 per cent, 
per annum, which means 2 per cent, for three months, and 
that the bills purchased were to mature in three months, then 
the drop in the price of short-term bills wiU have brought our 
merchant’s profit on the transaction down to 1|- per cent, (if 
per cent, per annum). This possibility is taken into con- 
sideration by capitalists investing in long-term foreign bills, and 
thus anything like a considerable reduction of the diflerence 
in rates of exchange as between long- and short-term bills is 
prevented. The higher the price of short-term bills, the more 
potently does this cause operate, for the danger of a fall is 
then greater. But, for reasons which will appear later, short- 
term bills are generally dear in a country where the rate of 
discount has experienced a considerable rise, so that it may 
be regarded as a quite exceptional thing for the cause just 
mentioned not to assert its influence strongly. 

The rule which asserts that the diflerence in the rates of 
exchange as between long- and short-term bills is determined 
by the rate of discount current in the place on which the bills 
are drawn, is therefore, on the whole, correct. One point only 
has to be noted, and that is, that when the rate of interest is 
higher in the place where the bills will have to be met than 
in the place where they have been drawn, the diflerence may 
be less. But it can never be much less. 


The question, what regulates the prices of short-term bills, 
is one that calls for somewhat more reflection. The expression 
rates of foreign exchanges,” when used throughout the follow- 
ing pages, is intended to refer to rates for short-term bills, 
unless the contrary be distinctly stated. 

Let us first inquire as to the limits within which rates of 
foreign exchanges can fluctuate. Various cases here suggest 
VOL. I 2 m 
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themselves, but to avoid prolixity we shall confine ourselves 
to three, assuming each of them in turn as applying to the 
country where the bills are drawn, and where, therefore, the 
rates which we propose to examine are quoted. We shall 
assume of the country (i.) that it has the single gold standard ; 
(ii.) that it has the single silver standard ; and (iii.) that it 
has a currency in which silver token money circulates together 
with gold as full legal tender, while the Legislature has 
taken no steps to secure the former against depreciation 
{Stalon loiteux). Let Holland be the comrtry to which each 
of these cases successively is to be regarded as applying, and 
let the expressions “ foreign ” and “ abroad ” be understood as 
having reference to England. The question to be solved now 
is this : Within what limits can the rate of exchange on 
London rise and fall in Holland, supposing that country to 
have (i.) the single gold standard; (ii.) the single silver 
standard ; and (iii.) the Stolon hoiteux. 

(i.) If gold were the only metal circulating in Holland as 
legal tender, tfe price of Enghsh money expressed in Dutch 
currency could not vary much, as the cost of minting ten- 
florin pieces from sovereigns would be only about § per cent., 
while that of having ten-florin pieces made into sovereigns 
would be nil, since no seigniorage is charged in England. 
Hence the rate of exchange on London even for short-term 
bills could not rise or fall much in Holland under the circum- 
stances assumed. 

The sovereign contains 7-322 and the ten-florin piece 
6-048 grammes of gold; the par of exchange, as it is called, 
is therefore approximately 12-10 florins per sovereign. If we 
allow 8 cents on every £ sterling for seigniorage, transport, and 
banker’s profit, it follows that the rate of exchange on London 
could not fall below 12-02 florins per £ sterling in Holland, 
so long as the gold standard remained in operation in that 
country. As a matter of fact, the limit is not so low as this. 
Eor it is the practice of the Netherlands Bank to give for 
foreign gold a little more than the metal would fetch at the 
Dutch Mint ; ^ even with the exchange at 12-04 florins per £ 

1 Eroin a kUcgramme of gold, 1,663-44 iorins are coined. The seigniorage 
is 5-56 florins, so that the hank need not give more than 1,647-89 florins, 
instead of which it gives 1,648 florins for bars, and a little more for sovereigns. 
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sterling a large influx of gold into Holland is usually found to 
take place. 

By applying the same method, we can find the utmost 
limit to which the rate of exchange can rise ; as soon as the 
rate for bills on London reaches the point at which it becomes 
advantageous to send gold to England, the upward movement 
ceases of itself. The Bank of England is bound by law to 
pay £3 : 17 : 9 per ounce troy for all gold offered to it, while 
£3: 17: 10| are coined from an ounce of gold. The German 
Reichshank pays 1,392 marks per Zollpfund of gold, from which 
1,395 marks in gold pieces are coined ; the corresponding 
Bank of Austria pays 3,276 kronen per kilogramme, from which 
3,280 kronen in gold are coined. The Netherlands Bank is not 
legally bound to any fixed price for gold, but it acts as if it were. 

(ii.) We have now seen that in order to calculate the 
highest point to which it is possible for the rates of exchange 
to rise in Holland, the chief subject of inquky should be that 
of the monetary value of Dutch currency abroad ; while, in 
order to calculate the lowest point to which the rate of 
exchange can fall in Holland, our inquky should be mainly 
directed towards ascertaining the monetary value of foreign 
currency in Holland. This monetary value would be practically 
constant if both the Dutch and the foreign currency consisted of 
gold ; there would then be a fixed par of exchange, representing 
the centre about which the rates of exchange would move. 
But no fixed par of exchange is conceivable between two 
currencies consisting of different metals, so long as the relation 
between those metals is subject to variation. A sovereign 
must always be worth about 12T0 florins in Dutch gold, 
because 12T0 is the quotient of 7'3224“0'6048. But what 
is the quotient between 9*45 grammes of silver and 7*322 
grammes of gold? From 1847 to 1873, when Holland had 
the single silver standard on the basis of 9-45 grammes per 
florin, or 105-82 florins per kilogramme of fine silver, the 
fluctuation of the Dutch exchange was confined to fixed limits, 
but only as regards bills on countries having, like Holland, the 
single silver standard, and not in regard to bills on countries 
where gold was the standard. Thus there was a fixed par 
of exchange with Hamburg and Berlin ; but not with London, 
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There did, nevertheless, exist a par of exchange between 
Holland and the three last places mentioned, but not a fixed 
par; there were limits of fluctuation, but not fixed limits. 
For instance, silver was worth 60d. per ounce troy standard 
metal. This meant that 31'1 grammes of silver fff fine 
fetched ^ of £1 sterling; in other words, that £1 sterling 
was equivalent to 12-17 florins in Dutch currency. When, 
imder these circumstances, a considerable rise — say to 12-23 
florins— took place in the exchange on London, it became 
profitable to send silver thither and to draw bills for the 
amount ; this had the effect of an automatic check upon the 
rise. The figure just stated therefore represented the highest 
limit to which the rate of exchange on London could rise, so 
long as silver remained at GOd. per ounce. And as it was 
also possible to huy silver at this price, there was also a limit 
below which the exchange could not faU. Under former laws 
the Netherlands Bank used to pay a fixed price of 104-65 
florins per kilogramme for all silver offered to it, just as it now 
pays a fixed price of 1,648 florins per kilogramme for bar gold. 
While, therefore, silver was at GOd. per ounce, the quantity of 
that metal obtainable in London for a pound sterling fetched, 
in Dutch currency, 12-04 florins,^ or, after deducting expenses 
and banker’s profit, 11-98 florins. 

But these limits of 12-23 florins and 11-98 florins shifted 
with every change in the market price of silver in London. 
If the currency of Holland were stiU regulated by the law of 
1847, it would be impossible at the present time (when silver 
is being quoted in London at 30d.) for the Dutch rate of 
exchange for bills on London to rise beyond 24-46, or to fall 
below 23-96 florins per £ sterling, reckoning one-half per cent, 
for expenses and banker’s profit, which, it should be stated, is 
an ample allowance. 

We repeat, therefore, that a par of exchange does exist 
between countries having different monetary standards, but 

^ For, a; florins =£1. 

£l = 240d 

60c?. = l oz. troy, standard silver. 

240 standard =222 fine. 

1 oz. troy =31-1 grammes. 

1,000 grammes = 104*65 florins. 
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not a fixed par ; that the fluctuations in the rates of exchange 
between such countries have their limits — limits, however, 
which are not always the same. The disadvantage arising 
from this was slight so long as the relation in value between 
the two metals remained fairly steady. Between 1860 and 
1870 the price of silver in London never rose above 62|-(?. 
nor fell below QOd, The former price was quoted in January 
1864, the latter in May and June 1869, so that a period of 
more than five years intervened between the two extremes in 
price. How matters have since changed every one knows. In 
1894 silver fell to per ounce. 

(iii.) And now for our third hypothesis. Supposing that 
what has been called the etalon hoiteux were in opera- 
tion in Holland, what would be the limits within which the 
rates of exchange quoted in that country for bills on England 
could fluctuate ? In the following, we must forget the ♦exist- 
ence of the law of April 27th, 1884, as well as the fact that 
the Netherlands Bank has made it a practice ^o issue gold at 
par whenever it becomes necessary to do so for the purpose of 
steadying the exchange. Both the law and the practice of 
issuing gold at par are designed to obviate the evil which we 
are about to point out. 

Under the system we now speak of there is, indeed, a 
fixed limit to the fall which may take place in the prices of 
bills on countries where the standard metal is gold; but as 
regards the rise only an uncertain limit exists. To put it in 
other words : If the law of April 27th, 1884, were not in 
operation, and the practice of the Netherlands Bank were other 
than it is, the rate of exchange in Holland for bills on London 
could not, any more than it can now, fall below 12*02 or 
12-04 florins per £ sterling; the limit to which it might rise 
would depend on a variety of causes. 

In order to understand this, let the reader first imagine 
himself in the position of a person who has money owing to 
liiTn in England, and who, therefore, has to draw bills on that 
country. Such a person is not obliged to accept any rate that 
may be quoted to him, for he can have the amount forwarded 
to hiTn in gold, which will fetch him 12-10 florins per £ 
sterling. If Holland had the single gold standard, matters 
would not become any more favourable for her than they have 
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been since 1876, so far as concerns a, fall ia her rate of 
exchange on England. 

But let the reader now imagine himself in the position of 
one who has to send remittances to England, and therefore to 
buy bills on that country. Which metal will he be able to 
send in the event of his being asked a very high rate of 
exchange? Gold? There is no certainty that he will be 
able to obtam gold, much less obtain it without paying a 
premium. He may try to collect it from among the circu- 
lating coinage, but unless he offers a premium his effort will 
be futile, at least so far as the collection of any large sum is 
concerned. He might send silver 5 but with that metal at 
30(Z. it would cost him at the rate of 24-46 florins per £ 
sterhng. Thus we see to what uncertainties any rise in the 
rate of exchange is subject where part of the currency 
consists of token money. Such money, whatever its value 
in the country where it is legally current, is never worth more 
in other countries than the metal which it contains. 

The reader will now be able to understand more clearly 
than before, how the law of April 27th, 1884, has been designed 
to operate. Should the Netherlands Bank at any time come 
to the end of its stock of gold, and be therefore unable any 
longer to counteract an excessive rise in the rates of exchange, 
the Government has power under this law to melt down silver 
coinage and to sell the metal so obtained for what it will 
fetch in the market. Provided the Government does not fail to 
use this power in good time, and that the amount of silver 
which the law has authorised it to melt down (25,000,000 
florins, or, say, £2,083,000) does not turn out to be too small, 
the evil will thus be really obviated. When the necessity arose 
for remitting money abroad, it would be possible to obtain for 
a sum of 12-10 florins such a quantity of silver as would be 
equivalent to one pound sterling, or 7-322 grammes of fine 
gold, in the world market. Thus the former limit would be 
preserved. A sum of 12-10 florins would purchase, not 7-322 
grammes of gold, it is true, but silver worth just that much, 
which comes to the same thing. 

It can scarcely be necessary to assume more than the 
three cases just discussed, seeing that the simple truth which 
we wished to demonstrate has now been made sufficiently 
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clear. An advance in the price of bills of exchange, assuming 
that it has not already been checked by other causes, ceases 
from the moment when it becomes advantageous to export 
bullion ; while a fall in their price ceases as soon as any 
advantage is to be got from importing bullion. At what 
rate of exchange the one or the other course will yield the 
advantage, can be determined in each case by an arithmetical 
calculation. Such calculations may vary considerably in point 
of intricacy, because of the different kinds of monetary systems 
which may be in operation in the countries concerned, but 
the principle underlying them all is the same, and is that 
mentioned above. 

It is very important to know the hmits of fluctuation of 
the exchanges. When we know these limits, we are in a 
position to judge whether export or import of bullion, or 
neither, is to be expected. We do not send our foreign 
creditors bullion if it costs less to send them bills ; nor do we 
ask our foreign debtors to send us gold an^ silver if it be 
more to our advantage to draw bills on them. Export of 
bullion is always preceded by a rise, and import of bullion by 
a fall, in the rates of foreign exchanges. One of the limits 
must have been reached, or at any rate approached, if bullion 
is to be exported. Those who know the limits of fluctuation 
of the exchanges between the various countries can interpret 
the figures published day by day in the principal news- 
papers, just as those who are accustomed to meteorological 
observations can interpret the readings of the barometer as 
published for different localities. The rates of exchange with 
foreign countries are just like barometrical readings. They 
inform us as to the state of the balance of payments. 

The expression just used is technical. The balance 
of payments is said to be unfavourable when bills are 
scarce and bullion leaves the country ; in circumstances 
the reverse of these, it is said to be favourable. These 
expressions came into vogue at a time when aU exports 
of precious metal were held to be disadvantageous and 
all imports advantageous ; they remained in use after the 
economic system to which they belonged had been condemned. 
And as technical expressions they were harmless. Just 
as dry weather is said to be “fine,” though every one 
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knows that drought may do harm, so a balance of payments 
is said to be favourable though it is a matter of common 
knowledge that imports of precious metal do not always 
afford grounds for satisfaction, nor exports of such metal 
grounds for regret. 

The rates of exchange with foreign countries thus enlighten 
us as to the balance of payments, and it is in this connection 
that they must be scientifically considered. Wherever the 
subject of foreign exchanges is discussed, it is invariably 
brought into relation with that of imports and exports of 
precious metal, and rightly so. There is the closest possible 
relationship between the questions : (a) What are the causes 
which bring about a rise or a fall in the rates of exchange on 
foreign countries ? and (6) What are the causes which render 
the balance of payments ^^unfavourable’’ or “favourable”? 
Let u^ endeavour to bring together the data which may lead 
us to correct answers to these questions. 

§ 4 

5 The Causes of Change in the Balance of Payments 

In dealing with this subject we come upon an error which 
is harmful chiefly because it proves an obstacle to further 
investigation. An unfavourable balance of payments is often 
said to be the cause of a rise in the rates of exchange and of a 
drain of bullion. The error is somewhat similar to that of 
describing a fall in the value in exchange of money as the cause 
of a rise in prices. A fall in the value in exchange of money 
and a rise in the prices of goods are two different expressions 
for one thing. In the same way, an unfavourable balance of 
payments is never the cause of bullion being exported; it 
simply expresses the same fact in another way. In the 
matter of bills of exchange, equilibrium between supply and 
demand is impossible at rates situated anywhere between the 
limits of fluctuation, and it is just this state of things that 
requires explanation. But we do not explain it when we 
say that the balance of payments has become unfavourable. 
The words “ unfavourable balance of payments ” are simply 
a short expression which people have agreed to use for the 
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purpose of describing tbe state of things just referred to. 
Why is it that the balance of payments is sometimes un- 
favourable ? Or, to put the question in other words, what 
are the reasons why the demand for bills of exchange is 
sometimes excessive, and bullion is exported in consequence 1 

Whoever fancies he sees in the balance of payments a 
cause of the importation or exportation of gold and silver, is 
content with mere words, and does not search for the real 
causes. For instance, British India has for years been 
importing large quantities of precious metal from Europe. 
Some people think that they supply the explanation of this 
remarkable phenomenon when they point to the Indian 
balance of payments. British India, they say, exports more 
than she imports; she has therefore a large balance owing to 
her from Europe, and receives the greater part of it in the 
form of gold and silver. What does this explain ? What 
more does it do than repeat in other words what has already 
been stated ? Why does not India export less goods to, or 
import more goods from, Europe ? The metal which Europe 
sends annually to India, she obtains from America and 
Australia in exchange for products of industry. Thus Europe 
manufactures every year certain goods, sends them to America 
and Australia, receives gold and silver in exchange, and sends 
some of that gold and silver to India. But why, it might be 
asked, does not Europe produce less goods for the purchase of 
precious metal, and more to meet the requirements of Indian 
consumers ? In short, we want an explanation of the whole 
of this curious chain of facts ; we want to understand the 
ordinary state of the balance of payments, both between 
Europe and the continents just mentioned, and between 
Europe and Asia. 

That any one should maintain that gold and silver are 
exported in order to ‘‘ adjust a balance ” or close a balance of 
pa 5 ?ments seems strange. Suppose two countries are sup- 
plying each other with goods in equal amounts, and that 
those sent by one of the countries include sugar to the 
value of so many millions per annum. Do we explain this 
sugar export, do we throw any light on its causes, by saying 
that it serves to adjust the balance of payments between the 
two countries? True, the balance would not be adjusted if 
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tke exports of sugar ceased, while those of the other classes 
of goods remained unchanged. But the same contention 
would apply to every one of the various kinds of goods 
passing between the two countries. 

There lies at the root of all this something more than 
mere superficiality, something more than a disposition to be 
satisfied with mere words. The fact is, those who point to the 
balance of payments as an explanation of the movements of 
bullion between the different countries really believe that 
they have explained something. Their view is based on a 
theory, according to which every increase in the demand for 
foreign products tends to necessitate exports of bullion ; while 
every increase in home production of goods for the world 
market necessarily brings about imports of bullion. Similar 
effects are ascribed to payments of interest. According to 
this theory, a people whose national debt was largely in the 
hands of foreigners must always find a special difliculty in 
preventing bullion from being exported, seeing that it has to 
remit large sums abroad every year. On the other hand, a 
nation possessing a large amount of foreign bonds ought, ijpso 
facto, to have a favourable balance of payments ; it could not 
cost such a country any effort whatever to keep its stock of 
money from diminishing. Holders of views like these usually 
regard high import duties as a remedy for an adverse balance 
of payments, inasmuch as such duties place a check upon 
imports. In a later part of the present work it will be shown 
that this conclusion cannot be altogether rejected, but that 
the effect of high import duties on the balance of payments is 
very transient. Here, however, their effect is regarded as of a 
lasting character. 

It seems, then, that the view which we have been discuss- 
ing may have practical results, and that these may consist 
either in .the adoption of wrong, or in the neglect of good, 
measures. When discussing the premium on gold in countries 
having an inconvertible paper currency, we noted that people 
prefer to attribute the premium to all sorts of causes rather 
than to the real one, viz. the excessive issue of notes, by 
which gold has been drained from the country. They then 
invoke the theory of the balance of payments ; the drain of 
gold is ascribed to inequality between imports and exports, 
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to large remittances of interest to foreign countries. But 
we are left without an answer to the question, whether 
the inequality between imports and exports may not have 
its origin in the condition of the currency, and why, seeing 
that there is a choice between merchandise of all kinds, 
as well as between merchandise and bonds, the interest 
niust be paid in precious metal. It is not true that in 
the case of a nation, the bulk of whose funded debt is held 
by foreign investors, the balance of payments has a natural 
tendency to be unfavourable ; of course such a nation will 
have to send remittances for a certain amount abroad every 
year, but there is no economic law, in virtue of which those 
remittances must consist of gold and not of, say, corn or 
manufactured articles. It is not true that, in the case of a 
nation holding a large amount of foreign bonds, the balance of 
payments has a natural tendency to be favourable ; guch a 
nation must certainly receive much value from abroad every 
year, but what assurance have we that it wi^ wish to receive 
that value in money, and not, say, in sugar or coffee ? Experi- 
ence shows that we have no such assurance ; in fact, it teaches 
us that the value is always received in the shape of consign- 
ments of those things of which the nation is most in need. 

It is not intended by this to deny that when a country’s 
exports have suddenly increased owing to an increased demand 
abroad, gold or silver is usually sent to it; neither is it in- 
tended to deny that gold or silver is generally lost by a nation 
when its imports are suddenly increased owing to the failure 
of its crops. But these phenomena are not explained by 
attributing them to changes in the balance of payments. 
That balance would remain undisturbed if, as soon as ever 
foreign demand for a nation’s products increased, a correspond- 
ing increase were to take place in that nation’s demand for 
foreign products ; whenever this does not take place,, something 
requires to be explained, for, as a rule, a nation does not pro- 
duce in order to increase its stocks of money, but in order to 
provide itself more abundantly with commodities. And if, 
owing to the failure of its crops, a coimtry has to export bullion, 
there is still need for explanation ; for, the fact that crops have 
failed in one country constitutes no reason why other countries 
should require more gold and sffver.^^ M a crop failure 
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affects tlie purcliasing power of many, it causes a reduction in 
tlie demand for some articles, and therefore a redundancy of 
goods. That which takes place in such cases, and is commonly 
represented as explaining itself, is in reality a very remarkable 
occurrence, and requires much light to be thrown upon it. 
Whoever fails to see this has not yet succeeded in getting to 
the root of the question, or else he has not yet succeeded in 
freeing his mind from the ideas of the Mercantile school. 

The Mercantile system does not (as has frequently, but 
always erroneously, been maintained) consist in regarding money 
and wealth as one and the same thing ; it consists in assigning 
to money a position apart, a position which deprives it of its 
character of an ordinary .article capable of being bought and 
sold, an article constituting one of the many things required 
by a nation, subject to the well-known laws of supply and 
demand, figuring at one time among things exported, at 
another among those imported, according as it happens to be 
more or less redundant. The Mercantile system consists in 
teaching, with respect to trade in precious metals, doctrines 
which would be condemned if applied to trade in other 
articles. It also consists in regarding money as capital par 
excellence, and exports of precious metal (even in exchange for 
other goods) as loss of capital. 

This last observation brings us to another explanation of 
the movements of the exchanges, and the importation and 
exportation of precious metals. Unlike the one just given, it 
represents more than a mere repetition of the question in other 
and not always felicitous language ; it is, indeed, an explana- 
tion. But it is not a true explanation, and we also detect 
in it a flavour of the Mercantile theory just spoken of. 

Foreign biUs are dear, we are told, and gold or silver 
flows out of a country whenever the indebtedness of that 
country to others is very great. Export of gold and silver 
represents displacement of capital, and is a result of scarcity of 
capital. The changes in the rates of exchange show the direc- 
tion in which capital is moving, or is about to move. For we 
buy bills because we are obliged to send remittances abroad. 
A rise in the prices of foreign bills therefore indicates an urgent 
need of such bills, that is, of means of sending capital abroad. 
If this need were to last, if imports were to remain continuously 
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in excess of exports of merctandise, so that the country had 
to keep on sending precious metal abroad, the facts might 
indicate a serious condition of things. Serious not only be- 
cause it involved a danger of metallic money becoming scarce 
in proportion to other money, but also because a general im- 
poverishment might result from it. The chief exponent of this 
opinion is Mr. G. J. Goschen (now Viscount Goschen), author 
of the well-known work entitled Theory of the Foreign Ex- 
changes, The theme of Lord Goschen’s book is, that when 
we export gold and silver we cede capital to the foreigner. 
This cession may be temporary, it may be by way of loan, in 
which case of course it does no harm; but a constantly un- 
favourable balance is highly detrimental to a country. Such 
a condition is detrimental, be it observed, not only, or even 
especially, from the point of view of the monetary circulation, 
but as indicating a constant diminution of capital in the 
country. A nation that regularly imports more than it 
exports, and adjusts the balance with gold or silver, consumes 
more than it produces, and will get into debt.^ 

This also we consider to be Mercantilism. If we import 
corn and pay for it with manufactures, Lord Goschen calls this, 
not a reduction of capital, but an exchange of goods against 
goods. But if we pay for the corn with gold or silver, he no 
longer speaks of an exchange, but of a cession of capital— a 
proof that he regards gold and silver as capital, and that he 
does not accord the same rank to manufactures. 

Undoubtedly, the exportation of money may produce 
scarcity of capital ; it does so whenever the exported money 
or bullion is not immediately replaced by an equivalent in 
goods. In such a case, however, the cause does not lie in the 
fact that gold or silver has left the country (for the same 
results would have been brought about by the exportation of 
sugar or cotton), but in the fact that merchandise has been sent 
abroad, and not yet paid for with other merchandise. 

There remains a third solution of the question to be men- 
tioned before we proceed to set forth our own views on the 
subject. For this third solution we are indebted to David 
Ricardo. In his pamphlet of 1809 , entitled The High Price 
of Bullion, and still more clearly in the Appendix to the fourth 


1 Cf. p. 128 of Lord Gosgheh’s work. 
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edition of that pamphlet (published in 1811), he demonstrates 
the proposition that a rise in prices of foreign bills, and 
the exportation of bullion, are due solely to decrease in the 
relative value of money. For gold and silver are ordinary 
commodities, their distribution among the different countries is 
governed by the same laws as that of all other goods. When 
does sugar get exported ? When it is relatively more redund- 
ant, and therefore less valuable, than it is abroad. But this is 
precisely the condition under which bullion gets exported. If 
at any given moment every country possessed just the amount 
of money that it required, so that there was neither deficiency 
nor redundancy of money anywhere, what occasion could there 
be for any international trade in gold or silver ? Such trade 
does not take place until the equilibrium has been destroyed 
either in the one or the other direction. 

Let us see what are Ricardo’s own words. His views 
were combated in an article (contributed anonymously by 
Malthus to the Edinburgh Review), and he defends himself as 
follows : — ^ 


It is particularly worthy of observation, that so deep-rooted is 
the prejudice which considers coin and bullion as things essentially 
differing in all their operations from other commodities, that writers, 
greatly enlightened upon the general truth of pohtical economy, 
seldom fail, after having requested their readers to consider money 
and bullion merely as commodities subject to ‘ the same general 
principle of supply and demand which are unquestionably the 
foundation on which the whole superstructure of political economy 
is built,’ to forget this recommendation themselves, and to argue 
upon the subject of money and the laws which regulate its export 
and import as quite distinct and different from those which regulate 
the export and iraport of other commodities. Thus the Reviewers, 
if they had been speaking of coffee or sugar, would have denied the 
possibility of those articles being exported from England to the 
Continent unless they were dearer there than here. . . . What ! 
they would have said, do you believe it possible for us to send a 
parcel of coffee to France to sell there for £100, when that coffee 
cost here £105 ? . . . And, I say, do you believe it possible that 
we shall agree to send, or France agree to receive (if the transaction 
is on her account), £100 in money when £95 invested in coffee and 
exported will be equally valuable as the £100 when it arrives in 
France ? . . . Commodities measure the value of money in the 
same manner as money measures the value of commodities. If, 
then, commodities will purchase more money in England than in 



. 



France, we may justly say tliat money is cheaper in England. . . . 
After comparing the relative value of coffee, sugar, ivory, indigo, 
and all other exportable commodities in the two markets, if I 
persist in sending money, what further proof can be required of 
money being actually the cheapest of all these commodities in the 
English market in relation to the foreign markets, and therefore 
the most profitable to be exported ? ” 

This doctrine is attractive owing to its simplicity, and 
grounds for its defence are by no means wanting. We might 
state in its support, for example, that small exports are 
always to be accounted for by the level of money prices. Thus 
an unfavourable balance of payments seems to coincide with 
high prices; and what are high prices, but a relatively low 
purchasing power of money ? When the balance of payments 
is favourable, just the opposite state of things exists. Exports 
must then be great, and imports smaller than usual, indicating 
Jow prices, and consequently a relatively high purchasing 
power, or value in exchange, of money. Ricardo’s doctrine, we 
feel bound to admit, is in many respects verified by experience. 
Moreover, it is based on a correct estimate of money. It 
does not deem money to be the only thing worthy of being 
called capital, or seek to discover special laws governing its 
distribution, laws different from those which govern the dis- 
tribution of commodities in general. 

Nevertheless, Ricardo’s doctrine is imperfect; it is even 
obscure. We have already had occasion to observe that it 
is scarcely possible to make accurate comparisons between 
different countries respecting the value in exchange of money, 
seeing that each country has articles of export, the prices of 
which are always lower, and articles of import, the prices of 
which are always higher, than elsewhere ; while it has some 
articles which it neither imports nor exports, but which it pro- 
duces and consumes itself. What then should be the standard 
of comparison ? When may we regard the value in exchange 
of money as having risen, and when as having fallen ? The 
articles of import and export have become dearer, the others 
cheaper ; is this an indication that money has gained in value, 
or that it has lost ? Ricardo does not answer these ques- 
tions ; he does not propound them. For him the expression, 
value in exchange of wonej/, is self-explanatory. In this con- 
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nection, kowew, tte expression requires careful explanation. 
There are various methods of measuring or reckoning the 
purchasing power of money, and it is far from being a matter 
of indifierence here, which method we choose. 

Broadly speaking, Eicaedo’s view of the subject is the 
true one. He has taught us that it is more especially in 
occurrences bearing upon the state of the currency that we 
Rba,n find an explanation of the movements of the exchanges, 
and the imports and exports of bullion ; and by the very fact 
of teaching us this, he has shed a startling light on the subject. 
But occurrences bearing upon the state of the currency are 
more frequent than Eioaedo would lead us to understand, and 
for that reason the formula with which he presents us is not 
very useful. Availing ourselves of his conclusions, and also 
of those which he lays down in writings other than that just 
referred to, we will now state what, in our opinion, are the 
infl-uences under which a change takes place in the balance 
of payments of a country. Unless we are mistaken, these 
influences may l?e summarised under four heads : — 

(a) Changes in the relative value of gold and silver. 

(b) Increase or decrease in the demand for bullion, or in 
the supply of the same. 

(c) Exceptional demand for remittance of capital to foreign 
countries, especially if such demand coincide with a condition 
of the banks compatible with an increase of the uncovered 
note circulation (also the reverse condition of things). 

(d) Alteration of the ratio of exchange with foreign coun- 
tries. 

(a) Changes in the relative value of gold and silver. 
— ^We will take these first, and consider them as having 
reference to the commerce carried on between countries 
having difierent monetary standards. It has been shown that 
between countries having different monetary standards, the rates 
of exchange are influenced by every perceptible change in the 
relation of value between gold and silver. In the years from 
1847 to 1873, when Holland had the single silver standard, 
the limits of the Dutch exchange for bills in London, when 
silver stood at 60d. per ounce in the London market, were 
11*98 and 12*23 florins per pound sterling ; but with silver 
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at 62cZ., the limits were 11-59 and 11-84 florins. Thus, it 
was not possible for the exchange on London to remain at 
the same point when silver rose from to or fell 

from to per ounce. To prove this again would 
be unnecessary. What excites our interest here, however, is 
something else. That in the case assumed, the rates of 
exchange were bound to alter, needs no further demonstration. 
What we have now to inquire into, is the manner of that 
alteration. We want to know whether it followed directly, 
as a result of the change in the price of silver, or whether it 
was preceded by a change in the balance of payments. We 
shall find that it is necessary here to distinguish carefully 
between two occurrences. 

A rise in the price of silver in London may mean either 
of two things. It may mean that silver has become scarce ; 
but it may also mean that gold has become redundant. We 
will first discuss a rise in the price of silver, due to relative 
scarcity of that metal itself. We shall find that, if the 
Currency Law of 1847 were still in force in Holland, it 
would not be possible for the balance of payments of that 
country to remain unchanged in the event of such a rise 
taking place in the price of silver. 

The demand for silver has increased or the supply dimin- 
ished, so that silver becomes dearer ; it rises from 60c?. to 62c?. 
per ounce. At first, this will have no efiect on the value of 
the Dutch currency, for bullion and coin are two distinct 
things ; a rise in the former may, in fact must, in the present 
case, bring about a rise in the latter ; hut a certain time must 
elapse before it can do this. The immediate result is, that at 
the current rates of exchange it becomes advantageous to send 
silver to, and draw bills on London. This advantage will be 
extensively utilised, but owing to the abundant supply of such 
bills the exchange on London will drop. After fluctuating 
between 11-98 and 12-23 florins, it will fall to about 11-84 
florins per pound sterling. 

But the fall in the rate of exchange exercises an adverse 
influence upon the export trade of Holland. Those who send 
goods to England receive as many pounds sterling for them as 
they did before, but each pound sterling only fetches' 11*84 
florins in Dutch currency, as compared with 11*98 to 12*23 
VOL. I 2 N 
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florins before the movement began. A strong stimulus, on the 
other hand, is imparted to imports of merchandise, since consider- 
ably less has to be paid in florins for every pound sterling than 
before. From this decrease of exports and increase of imports, 
there gradually results a decline in many prices in Holland, to 
which decline the reduction in exports of bullion will con- 
tribute materially, seeing that it causes a scarcity of money. 
And how long will all this continue ? When will the exports 
of silver cease, and prices stop falling ? As soon as the rise 
of silver in the world market shall have extended to the silver 
currency of Holland ; that is, as soon as the prices of Dutch 
articles of import and export shall have fallen by exactly 
as much as the London price of silver has risen. Then the 
balance of payments will readjust itself automatically. 

Persons who had been unacquainted with, or failed to take 
note of, the course of silver prices, would have described these 
occurrences in an entirely different way from that in which we 
have described them here. When asked why large exports of 
bullion had talen place, they would have been disposed to 
say that because the imports of goods were greatly in 
excess of the exports, it had become necessary to send large 
remittances abroad in order to adjust the debit balance result- 
ing from that excess. According to them the silver was 
exported in order to pay for the goods. As a matter of fact, 
however, the goods were exported in order to pay for the silver 
which had been imported in large quantities, because its pur- 
chasing power had been increased. 

Again aaanming the Dutch currency law of 1847 to be 
still in operation in its original form, we now proceed to 
explain the second case. The price of silver in London has 
risen from &0d. to 62d., not because silver itself has become 
scarce, however, but because gold has become redundant. Ee- 
latively to gold, all things in England— not only silver, but 
labour and goods of all sorts as well— have risen. Thus no 
force is operating which should attract Dutch silver to England. 
More gold, it is true, could be obtained now than formerly for 
Dutch rix-dollars converted into silver bars, but then the 
quantity of goods obtainable for that gold would not be so 
great as it was before ; the purchasing power of Dutch silver 
money in the world market would not have risen, conse- 
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quontly tiicre would bo no reason to expect any change in the 
Dutch balance of payments. No cause would be operating 
to destroy the equilibrium between the imports and exports 
of Holland. 

But how will the change come about in the level of 
rates quoted in Holland for bills on London ? for a change 
in their level is bound to occur, now that their limits of 
fluctuation have shifted. The change will come about as a 
direct result of supply and demand operating in the usual way. 
There is a ''schedule of prices’’ for bills of exchange, just 
as there is for goods, ^ and in the case of the former the scale 
undergoes a change the moment prices go up abroad. When 
everything abroad has become dearer, the Dutch importer can 
no longer continue to import on the usual terms, unless a 
proportionate decline takes place in the price of the bills 
of exchange with which he has to pay for his imports. He 
therefore offers less for such bills. But this will not cause 
any reduction in the supply of bills, for exporters of goods 
will, owing to the rise in prices abroad, be quite well able to 
accept a lower price for their bills and yet secure their usual 
profit. Consequently equilibrium between supply and demand 
in bills of exchange will be able to establish itself just as well 
now at the lower price as it did before at the higher. This 
decline in the rate of exchange, as expressed in Dutch silver 
money, will reflect the depreciation which has taken place in 
gold. 

We may thus conclude that a change in the ratio of 
exchange between gold and silver, though necessarily causing a 
rise or fall in the rates of exchange between countries having 
different standards of currency, does not in every case produce 
exactly the same results. Where it betokens a change in the 
value of silver, it causes a change in the balance of payments 
of silver standard countries. This change in value may con- 
sist either in a rise or in a fall. If it consist in a rise, 
imports of goods will increase, exports will decline in such 
countries, and bullion will be exported. If it consist in a 
fall, the reverse of all this will happen. But none of these 
things takes place in silver standard countries where the 
change in the relation of value between gold and silver is 


^ See ante, p. 356. 
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due to causes resident in the gold. What then happens in 
those countries is that the prices of bills on gold standard 
countries experience a direct change, unpreceded by .any 
change in the balance of payments. 

From this the reader might now be disposed to deduce an 
important proposition. When an alteration occurs in the 
ratio of exchange between gold and silver, it is not always 
clear which of the two metals has gained or lost in purchasing 
power. But have we not just learnt a very simple method 
of instructing ourselves on this point ? If we examine the 
balance of payments of the silver standard countries, and find 
it to have undergone no change relatively to countries having 
the gold standard, may we not conclude that the value of silver 
has remained undisturbed, and that gold has either risen or 
fallen in value ? And if we find that the balance of payments 
of silver standard countries lias changed relatively to countries 
with the gold standard, have we not a proof that silver has 
either risen or f^len in value ? 

Our answer is, No. For the balance of payments between 
countries having different monetary standards is not deter- 
mined exclusively by the ratio of exchange between gold and 
silver in the world market ; it is influenced by other causes as 
well, and these have to be taken into account. Thus in a 
country where the silver standard is in operation, a great 
decline may take place at a given moment in the demand for 
money, which consequently becomes redundant; at the same 
time, however, the ratio of exchange between gold and silver 
in the world market may alter in favour of the latter metal, 
and this alteration may originate with gold. Nevertheless, 
that balance will become unfavourable for the reason just 
stated, though the last-mentioned cause by itself would have 
been unable to produce that result. 

{h) Increase or decrease in the demand for bullion or in the 
suffly of the same is the second point which we have to con- 
sider. Such increase or decrease may occur either in the 
country itself where the balance of payments has changed, or 
it may occur abroad. We will first suppose it to have 
occurred m the country itself, and point out the principal causes 
which may give rise to such an occurrence. 

The quantity of specie or bullion needed by a country 
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depends upon its inland trade, and upon the extent to which 
it is able to economise in the use of metallic money by having 
recourse to instruments of credit. Here at once we have two 
great causes of increase or decrease in the demand for metallic 
money. The volume of inland trade may change, so also may 
the extent of the economy practised in the use of metallic 
money. Commerce may increase or decline, but so also may 
the uncovered circulation, while the country’s demand for 
money remains the same. 

If there be expansion of trade this expansion may be 
only temporary, or it may be permanent ; if temporary, no 
change in the balance of payments need ensue where banking 
is well developed. There is an increased demand for money 
regularly every year in Holland from the beginning of April 
to the middle of May, and from the middle of September to 
the middle of January. The whole of this periodical iqcrease 
is usually provided for by the Netherlands Bank. The Bank 
knows that the increase in its note circulation will be for 
a short time only — that, in a little while, its discounts and 
loans will diminish as quickly as they have increased ; so long 
as the movement keeps within the usual limits, and does not 
set in at a time when the resources of the Bank are small, the 
Bank does nothing to interfere with it. At such times the 
increase in the uncovered circulation of the Bank causes no 
redtmdancy of money, seeing that no money gets into circu- 
lation beyond what suffices to meet the requirements of trade ; 
and if those requirements diminish, the notes get returned to 
the Bank as credits expire. Such, at any rate, is the course of 
things under ordinary circumstances. 

But though the Bank can provide for a temporary, it 
cannot provide for a permanent increase in the demand for 
money, because it cannot increase its uncovered note circula- 
tion to an unlimited extent. An instance of a permanently 
increased demand for money occurred in Holland between 
1866 and 1876.^ The amount of specie and paper in circula- 
tion in Holland (exclusive of the specie and bullion held by 
the Netherlands Bank) is estimated to have been £17,500,000 
on December 31st, 1866 ; £25,750,000, or nearly 50 per 

cent, more, on the corresponding date in 1876 — an increase 
1 See Dr. W. C. Mees’ calculations in De Gids, 1882, voL iv. pp. 149-163. 
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in the demand for money which afforded proof of brisker trade 
and increased national welfare. The Bank could not provide 
for such an increased demand as this ; other means had to be 
found for doing so. What were those means ? 

They were the only means that any country could apply in 
such circumstances, and consisted in selling goods and bonds 
and thus procuring bulhon from abroad. And that is what 
Holland actually did. Her balance of payments was favour- 
able throughout the greater part of the period in question. It 
has been estimated that, between 1866 and 1876, her imports 
of gold and silver exceeded her exports of those metals by 
more than £7,760,000. In this way the demand for money 
was satisfied. It is somewhat unusual to speak of demand 
for money in this sense ; the expression is usually understood 
to mean demand for capital, or for credit ; and yet, it is only 
in the^ sense in which we have just used the expression that 
it is strictly accurate. The reason why Holland imported 
all this bullion between 1866 and 1876 was that she did 
not possess the amount of money requisite for her needs ; 
there was a deficiency in her stock of money, and this deficiency 
had to be made good somehow. Hence the low prices of 
foreign bills and the generally favourable state of the balance 
of payments. Demand for money always manifests itself in 
the form of supply of goods. When a country exports 
many things and has them paid for in gold or silver, one 
does not usually say that there is a strong demand for 
money in that country ; we say that prices there are low, 
exports therefore large, and that bullion flows into the country 
in consequence. But as a matter of fact, the influx of bullion 
and the export of goods are different sides of the same thing, 
that thing being foreign trade. Money is necessary for trade ; 
and as the banks are unable to supply the requisite amount, 
it has to be purchased abroad. 

It does not follow that every influx of bullion is u proof of 
increased demand for money. Apart from the fact that it 
may indicate a redundancy of bullion abroad, it may very well 
be due to another cause, viz. a high bank rate. 

It must be remembered that a bank of issue chiefly grants 
credit for short terms, so that the amount of those credits can 
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only be maintained under conditions analogous to those wMch 
make it possible for the population of a country not to diminish, 
or for the waters of a river to remain at a given level. 
Day by day great numbers of people have to make up their 
minds as to the course which they should adopt in order to 
satisfy their needs in the matter of money; whether they 
should discount or borrow at the Bank, or whether they should 
have recourse to some other means. Their decision is to a 
great extent determined by a comparison between the interest 
charged for credit at the Bank and that which they would 
have to forego or pay in the event of their procuring money in 
some other way. Now, if the Bank charges too much, many 
people will decide not to apply to it ; the uncovered circulation 
of the Bank will then decrease, and as that uncovered circula- 
tion constitutes a considerable part of the total monetary cir- 
culation, a scarcity of money will ensue, and this will produce 
an influx of bulhon from abroad. As regards its amount, this 
influx will correspond almost exactly to the reduction in dis- 
counts and loans. Therefore, though the bullion will go to 
the Bank, and though, consequently, the influx by itself would 
have increased the amount of notes in circulation, yet no 
such increase will be observed. 

Let the reader picture the course of things to be as simple 
as possible, the picture cannot in this case be simpler than the 
reality. Day by day, as credits expire, notes are withdrawn 
from circulation, so that each day the aggregate monetary circula- 
tion requires replenishing. There are two direct sources from 
which it can be replenished. One is the Bank; the expired 
credits can be replaced by new ones. The other is the stock 
of gold and silver in the world market, and it is from this 
source that the monetary supply is drawn when credit at the 
Bank is considered too dear. The supply is drawn upon by 
selling goods or bonds, both of which sufler a slight decline in 
consequence. Even a very slight decline may sufiice to render 
the balance of payments favourable. 

We are now in a position to explain why a bank of issue 
has recourse to the device of raising its rate of interest when 
it finds its reserve too small in proportion to its cash liabilities, 
and why this device is successful. The explanations that 
have been given for this are not all satisfactory. Many hold 
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that the raising of the rate of interest by the banks has the 
effect of checking imports and promoting exports of capital, 
consequently of rendering the balance of payments favourable. 
But this does not explain why the imported capital should 
consist of gold and silver and not of other things. It might 
consist of cotton or sugar, neither of which would avail the 
Bank anything. This doctrine is based on the Mercantilist 
view, the unsoundness of which has already been pointed out. 
There are others, again, who say that to raise the rate of interest 
is to damp the spirit of enterprise, consequently to exercise a 
depressing effect upon the prices of goods, more especially on 
the price of bonds, and that is why it has a favourable effect 
upon the balance of payments. This is true, but it takes no 
account of certain facts which must not be overlooked. When 
interest is high many people take to exercising greater economy 
in regulating their stock of money. This produces a decline 
in the demand for money, and it must be admitted that the 
effect of a redundancy of money on the balance of payments 
is not favourable, but the reverse. 

No; the main reason why the reserve improves after the 
Bank has raised its rates of interest is to be found in the fact 
that by so doing the Bank deters further demand for credit. 
A general rise in rates of interest all over the country would not 
serve the purpose of the Bank so well as does an increase in 
its own rates. The higher these are above the general level, 
the greater will be the decline in the Bank’s discounts and 
loans, the greater, therefore, the deficiency in the monetary 
circulation, and the more quickly will that deficiency be made 
good from foreign sources. The Bank must be dear in com- 
parison with other sources of monetary supply. If there be a 
general rise in rates of interest, and those of the Bank simply 
share in that rise, then there will be only one quarter from 
which tc0 expect relief, viz, the effect on the prices of goods 
and bonds described above ; but the depletion of monetary 
stocks, which invariably takes place in such circumstances, 
would exercise an influence tending in the opposite direction, 
and that influence might prevail. But if the Bank raises its 
rates of interest above the general level, it is sure to achieve 
the object it has in view. By so raising its rates, it reduces 
the uncovered circulation, and consequently makes money scarce. 
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The point on which we should dwell in the second place 
is to a great extent already explained by all that we have just 
been saying. Next to changes in the volume of trade, increase 
or decrease of economy in the use of bullion or specie is one of 
the chief causes of change in the balance of payments. In the 
foregoing we assumed that such economy had decreased, owing 
to the Bank demanding excessive rates of interest ; but we 
might also assume that the exercise of such economy had 
begun or increased^ in either of which cases the opposite to 
what was described above would take place ; that is to say, 
the balance of payments would become unfavourable, and 
bullion would be exported. Suppose a bank of issue to be 
established in a country where such an institution has 
previously been wanting, and that it quickly acquires the con- 
fidence of the public, so that everybody accepts its notes. So 
long as this bank issues no notes otherwise than in exchange 
for specie, and grants no credits otherwise than from its own 
capital, its existence has no efiect upon the balance of pay- 
ments. That is not so when the bank issues notes against 
which it holds no metallic reserve. If the issue be efiected at 
a time when there is no change in the demand for money, the 
balance of payments must become unfavourable, and a very 
salutary outflow of bullion must ensue. 

We call this outflow very salutary because it tends to 
increase the income of the nation. For what takes place ? 
Money becomes redundant, the prices of a number of things go 
up, exports decline and imports increase ; the place of the 
exported bullion is supplied by machinery, cattle, articles of 
consumption, and interest - beariug securities, an exchange 
which cannot fail to be beneficial to the country. The fixed 
capital of its manufacturers and agriculturists becomes some- 
what larger, so also the stocks of its shopkeepers. The 
population does not become wealthier, and yet its condition 
becomes the same as if it had. But it has learnt to make 
better use of its wealth. Its gold and silver have, to a 
certain extent, been replaced by more useful things. 

When, therefore, a bank commences to issue, or, within the 
limits of prudence, increases its issue of uncovered notes, and 
when exports of bullion take place in consequence, these 
exports must not be deplored. It is the business of a bank to 
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drive away gold or silver ; this is the very purpose for which 
it is established. Economy in the use of bullion implies that 
a certain quantity of specie has become redundant. To wish 
for such economy and yet insist that exports of bullion should 
be prevented is absurd. There is no economy so long as there 
are no exports. 

We must, however, here repeat a remark which we have 
already made — ^namely, that increasing the uncovered circula- 
tion does not invariably cause the balance of payments to turn. 
It fails to do so when it coincides with an increase in the 
demand for money. Demand for credit at a bank may mean 
either of two things. It may mean demand for capital In 
that case the notes of the bank are in demand, not because 
more money is needed for trade, but because more capital is 
needed for production, for commerce, for the purchase of 
foreign securities. The demand for bank paper is in this case 
an indirect demand for other things; for every note which 
the bank puts into circulation gold or silver will be ex- 
ported, and jusi those things will be imported which the 
public is desirous of having. But demand for credit at a 
bank may simply mean demand for money for its own sake. 
In that case the notes issued by the bank remain in cir- 
culation, and the prices of foreign bills do not rise, because 
the increased supply coincides with an increased demand for 
money. 

Throughout the foregoing, the events described have 
been regarded as taking place only in the country whose 
balance of payments we were considering. But the same 
events may happen in other countries as well. Bullion is 
liable to changes in supply and demand abroad as well as 
at home, and such changes are not without their effect on 
a nation’s balance of payments. Suppose, for example, that 
everywhere abroad gold were to rise in value by reason of a 
diminished output at the mines, or because of the banks having 
reduced their uncovered circulation, or the demand for money 
increasing, or finally because gold was being largely substituted 
for silver in the currencies of foreign countries. So long as 
this rise in value did not extend to the gold existing at 
home, our balance of payments would be unfavourable. Our 
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imports would exceed our exports, and we should have to pay 
high prices for foreign bills. 

For dearer gold, where the gold standard is in operation, 
means lower prices, and the decline of prices abroad would 
stimulate our imports and impede our exports. The altered 
state of our balance of payments would probably not last long. 
It would terminate as soon as the prices of the articles of 
international trade had fallen as much at home as abroad, 
and three causes would co-operate towards hastening such fall, 
namely, the increased imports of foreign products, the decreased 
exports of home products, and the scarcity of money which 
would gradually supervene. In a small country the level of 
prices cannot remain relatively high for long. In a large 
country, however, it might be a long time before the old 
equilibrium was restored. 

It is not necessary to dwell further on this, or to prove in a 
detailed manner that in this case, too, the movement "of gold 
would be the cause, and not the result, of the movement of 
goods. Gold would be exported not for tlfe purpose of re- 
adjusting some balance, but because the demand for gold had 
increased or its supply diminished. 

(c) Exceptional demand for remittance of capital to foreign 
countries, especially if such demand coincide with a condition of 
the banks compatible with an increase of their uncovered note 
circulation. — This is the third cause of change in the balance 
of payments which we have to consider. A state of things 
exactly the reverse of this is also conceivable : there may be 
exceptional demand for remittance from abroad, while the 
banks would be glad to reduce their uncovered note circula- 
tion. But it will be suj0S.cient to explain one side of the 
question, so that we shall only discuss a rise in the prices of 
foreign bills and the exportation of bullion. 

Exceptional demand for remittance of capital to foreign 
countries may originate in various ways. When a merchant 
orders goods from abroad he does not, as a rule, know to 
what extent others have been ordering the same kind of 
goods. In this way the market may 
which case there are 
for a while in the 
while they must 
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there arises an exceptional demand for remittance to foreign 
countries. 

The same thing may be brought about in various other 
ways. Crops have failed, and it becomes necessary to import 
large quantities of grain. A foreign Power contracts a large 
loan, the proceeds of which have to be sent to it within a short 
space of time. A considerable rise in the rate of interest takes 
place in neighbouring countries, and many people are anxious 
to take advantage of it. In all these cases there is exceptional 
demand for bills of exchange. But it would be hasty to con- 
clude that the price of bills must now approach its highest 
limit, and that bullion must be sent out of the country. Before 
being justified in drawing such a conclusion we should have to 
institute an inquiry with reference to a very important point. 

Is it not possible, too, that the very occurrences which give 
rise to^the demand for bills may in some other way cause a 
plentiful supply of bills to be forthcoming ? May not these 
occurrences lead to a condition which makes it necessary for 
goods and securities to be exported ? And is it inconceiv- 
able that all these things operating together should have the 
effect of entirely, or almost entirely, maintaining the equi- 
librium between supply and demand in the matter of bills 
of exchange ? 

Imagine a country where there are no banks, or at any 
rate none capable of increasing their uncovered note circulation 
to any appreciable extent. In such a country strong demand 
for remittance of capital to foreign countries causes a sharp 
rise in the rate of interest for short credits. The first 
capital to be drawn upon when a demand of this kind arises is 
always that which would otherwise have been available for 
short credits, and in most cases the rate of interest rises even 
before the remittances have been effected. Should the demand 
be due to a loan being contracted by a foreign Power, the 
amount of the loan must first be paid up by the subscribers. 
If it be due to a bad harvest, the farmers, disappointed in 
what their crops have realised, will have less capital at their 
disposal. But to whatever circumstance it be due, it is quite 
certain that the withdrawal of a considerable amount of capital 
from the credit market causes interest to rise. The reader will 
of course bear in mind that we are now thinking of a country 
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where there are no banks capable of meeting sudden demands 
for capital by granting credit more extensively. It is a pro- 
position scarcely needing demonstration that in such a country 
a rise in the rate of interest charged for discounts and loans 
would be absolutely inevitable in the circumstances stated. 

But this rise in the rate of interest will have various 
results. It will cause a fall in the prices of certain securities ; 
it will discourage enterprise, and therefore have an adverse 
effect on the prices of certain kinds of goods ; it will prevent 
capital being sent abroad for investment, it will in fact draw 
capital from abroad ; it will induce merchants who have 
to send remittances to delay the despatch of those remittances 
as long as possible. Owing to all this the supply of bills 
will grow stronger and the demand weaker. Though a con- 
siderable change in the balance of payments seemed inevitable, 
several causes will have operated tending to keep it unaltered. 
And this will have been due to those very occurrence^ which 
gave rise to an extraordinary demand for bills. 

Will this tendency be sufficiently strong to prevent any 
disturbance of equilibrium whatever from taking place, or will 
the demand for bills become excessive in spite of everything ? 

This is a point on which it is difficult to enunciate any 
general rule. A rise in the prices of foreign bills of exchange, 
as we have already remarked,^ always causes imports to 
decline and exports to increase to some extent ; but both the 
decline and the increase may be so slight as to be of no 
importance whatever. A rise in the rate of interest, on the 
contrary, always causes redundancy of money, because it dis- 
poses people to exercise greater economy in regulating their 
stocks of money ; the greater the sacrifice which we have to 
make in order to satisfy a given want, the more disposed are 
we to limit ourselves to what is absolutely necessary ; this 
general truth holds good also in regard to the need for 
money. When interest is high we always find a certain 
amount of money seeking investment, which remained unin- 
vested while interest was low, and this operates more or 
less against the decline of prices and the improvement of 
the balance of payments, consequently in favour of the ex- 
portation of bullion. In the present hypothetical case a 
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conflict of forces will ensue. Tlie rise in foreign bills will 
co-operate with other causes towards rendering the balance of 
payments favourable ; for instance, if the demand for remit- 
tance to foreign countries be due to failure of the crops, the 
consequent decline of wealth will moderate the demand for 
bills (because it will have an adverse effect on the purchase of 
goods), and therefore tend to reduce prices. But the redund- 
ancy of money which follows from the reduction of stocks of 
money will operate in the other direction. We cannot be 
sure that no change will occur in the balance of payments ; 
but we may be sure that, in the circumstances assumed, the 
exports of bullion will not amount to much. In a country 
possessing no banks, or none capable of enlarging their 
uncovered note circulation to any appreciable extent, the 
transfer of large quantities of capital to foreign countries 
will strongly influence the rate of interest for short credits, 
while its efliect on the balance of payments will be only slight. 

Let us now assume that a bank does exist ; also that it is 
capable of meeting an exceptionally heavy demand for credit, 
and is therefore not obliged to put up its rate of interest by 
several points when it finds its reserve diminishing. Now 
things will take an entirely different course. People will be 
certain in this case to apply to the Bank when they find 
themselves in want of capital. But the banks always grant 
their advances either in bank notes or in the form of entries 
crediting the borrowers with deposits, and one can now foretell 
with certainty what will happen. 

The notes get into circulation, but they do so at a time 
when no increase of the circulating medium is necessary for 
the requirements of trade. No decline in the prices of goods 
and securities will take place now, nor will an increased supply 
of bills be forthcoming to meet the increased demand for such 
paper ; but money wiU become redundant, prices of bills will 
quickly reach their highest hmit, and exports of bulhon will 
take place. Nor will these exports be slight in comparison 
with the exceptional demand for remittance to foreign countries. 
On the contrary, they will continue so long as the Bank 
continues to be hberal in granting credit — i.e. in issuing notes 
in excess of the requirements of trade. 

No properly managed bank would in such circumstances 
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carry its liberality so far as to make no increase whatever in 
its rates of interest. And were the movement to grow very 
strong and the Bank reserve be in danger of being reduced 
to too low a figure, the Bank would put up its rates con- 
siderably. But the drain of bullion would then cease, for 
reasons with which we are already acquainted. Meanwhile 
a great service would have been rendered to the public. 
Capital was wanted, and the Bank to a great extent supplied 
that want. It only issued notes at first, but soon it parted 
with gold and silver in exchange for these notes. It managed 
for a while with a smaller reserve than usual, and made con- 
siderable quantities of gold or silver available for export. 
The reason why it could do this was that it held a larger 
reserve than the law or the canons of prudent banking required. 
In order to render this service, the Bank drew on its available 
reserve '' surplus,'' It is precisely in such ciccumstances as 
these that that surplus ’’ should be made use of. 

An important rule may be deduced from this. It is an 
essential requisite of good administration tlfat, under normal 
circumstances, the banks should not allow their uncovered 
note circulation to attain its utmost limit. If they observe 
this rule, they wiU be strong when abnormal conditions 
arise ; they will be able, then, to avert trade disturbance, and 
an excessive rise in the rate of interest. When exceptional 
demand for remittance abroad manifests itself in a country 
where there are no banks, or none possessing an adequate 
reserve surplus,’’ the remittances will consist mainly of goods 
and securities ; but when such a demand arises in a country 
where there are banks capable of temporarily increasing their 
uncovered note circulation, the remittances will consist largely 
of redundant gold or silver ; which is an advantage. 

The exported metal will return to the country later on ; 
the Bank must replenish its reserve. But, as we pointed out 
when exposing the defects of the currency theory,^ it need 
not do so at once. An unfavourable balance of payments, 
when brought about in the manner described above, is always 
succeeded, sooner or later, by a favourable balance. The 
bullion and specie supplied by the Bank in large quantities 
within a short space of time, for the purpose of meeting an 
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unforeseen want, will ultimately return to tie country, ttougli 
it may take some time in doing so. 

{d) AUeralions in the ratio of exchange with foreign 
countries . — This is the fourth and last of the causes of change 
in the balance of payments which we intend to discuss. What 
such an alteration involves may be gathered from what we 
have said concerning money prices.^ The labour price in any 
given country varies with the terms on which that country 
exchanges with other countries. It is higher or lower accord- 
ing as those terms are favourable, or the reverse. It is a sign 
of welfare in a country to have higher labour prices than 
those prevailing elsewhere, provided they be not due to 
protective duties. Some countries have a low level of 
labour prices, simply because they are unable to supply any 
products, which are at once easily transported, easily obtained, 
and strongly needed abroad. 

If a''country’s ratio of exchange alters, then, according to our 
theory, its labour price must alter too, and that inversely. But 
how does the latter change come about ? Not directly ; first 
the ratio of exchange alters, then the balance of payments, and 
finally the labour price, the change in the latter being the 
result of the exports or imports of bullion which succeed a 
change in the balance of payments. 

Imagine a country, whose exports consist chiefly of cattle 
and dairy produce, and suppose that these articles sufier a 
considerable depreciation in the world market. As a result, 
the merchant who exports them takes less than his customary 
amount of bills of exchange td market. Suppose that he 
formerly drew bills for £100,000 on England — whither he 
exports his goods — ^he will now draw for only £60,000 or 
£70,000, say. This wiU destroy the equilibrium between 
demand and supply in the matter of foreign biUs, their price 
will go up, and bullion will be exported. But a country 
which produces no gold or silver cannot keep on exporting 
bullion ; how, then, will equilibrium be restored ? In this 
way. The export of bullion begins by producing a certain 
tightness in the money market. This tightness — ^but more 
especially the diminution of income experienced by all who 
sustain loss through the decline in prices of cattle and dairy 
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produce— will operate detrimentally upon the level of labour 
prices, on the whole depressing it. But a fall in the level of 
labour prices means a diminution in the cost of production 
(reckoned in money) of all goods produced in the country, the 
effect of which must be the same as that of levying an import 
duty or granting an export bounty. Things that had formerly 
to be ordered from abroad can now be produced with advantage 
at home, and things that could not have been sold at a profit 
abroad before can now be exported with advantage. The 
combined effect will be a decrease in the demand for bills, an 
increase in their supply, and the ultimate return of their 
price to the point at which the export of bullion ceases to be 
advantageous. 

The reverse case, viz. improvement of the ratio of exchange, 
has already afforded us material for certain comments in the 
last chapter of the first part of this volume.^ Attention was 
there drawn to the great rise in cotton prices after' 1861, 
and to the advantages which British India derived, if only 
temporarily, from that rise. Her balance of jJhyments became 
exceptionally favourable; not even in the period 1889-93, 
under the influence of the fall in silver prices, did she import 
such quantities of that metal as she did between 1862 and 
1866. Her (net) imports of silver in the latter period were ; — 


1861-62 

1862- 63 

1863- 64 

1864- 66 
1866-66 


90,864,560 rupees 
125,501,570 „ 

127,967,190 „ 

100,787,980 „ 

186,686,730 „ 


as against an average of 117,469,912 rupees in the period 
1889-93. In addition, she imported considerable quantities 
of gold, viz. 72,990,654 rupees per annum on an average, as 
compared with 24,631,462 rupees per annum in 1889-93. 
These surprisingly large imports of precious metal could not 
fail to have an effect on the labour price in British India. 
But here again we find that effect being produced indirectly. 
The balance of payments had to experience the effect of the 
altered ratio of exchange before the latter could operate on the 
labour price. 
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In so far as a high, labour price may be regarded as syn- 
onymous with a low value (again in the sense of purchasing 
power) of money, we may say that, owing to what had taken 
place, the value of money, i.e, of silver, had already fallen 
in British India before that metal had begun to depreciate 
in the world market. This should be noted by those who 
cannot understand why, when silver became redundant owing 
to increased production and the closing of European Mints, 
it was not at once exported in large quantities to British 
India. Large exports to that country did take place later, but 
not at first. In a former chapter we explained this by saying 
that India had shortly before been “swamped” with silver. 
A more scientific explanation is now possible : silver had 
already fallen in India. Consequently its fall in the world 
market had to be greater than would otherwise have been 
necessary in order to enable it to be profitably exported to 
India m such quantities as many people at that time expected 
it would be. 

All this sho'vfs with how many factors in the national life 
the balance of payments is connected. Changes in that balance 
sometimes denote mere increase or decrease of uncovered note 
circulation, a strengthening or weakening of the demand for 
remittance to foreign countries — a mere transitory occurrence, 
in short. Sometimes, however, they denote important facts. 
They may signify that the whole economic condition of the 
country has changed either for the better or for the worse. 

■ "§5 ■ ■ ■ . 

Conclusions to be drawn 

We wish to draw two conclusions from the foregoing. 

The first is this. Given a country whose monetary circu- 
lation does not require a continuous increase, whose standard 
metal is not suffering constant depreciation in the world 
market, and whose ratio of exchange with foreign countries is 
not continually improving : the imports of that country will, 
as a rule, consist of goods and securities, even though it should 
have large sums annually owing to it by other countries. If 
occasionally it should import some gold or silver, it will part 
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again with precisely as mucli^o either metal as it has received, 
retaining, of course, what it requires for use in the industries. 

There are countries to which far more, in fact, is owing 
than the amount of their own indebtedness, and of which 
this is true not merely in respect of a particular year, 
and in virtue of special causes, but regularly and in an 
increasing measure year by year. Say, for instance, that a 
country has large amounts of capital invested in foreign and 
colonial undertakings, and has therefore to draw the income 
yielded by that capital ; suppose also that many of its people 
who have gone to distant lands to seek their fortune return 
every year bringing home their gains with them; that it has 
many ships employed in the carrying trade between foreign 
ports; that it earns interest and commission by granting 
credit to firms abroad ; and lastly, suppose that it holds large 
amounts in foreign bonds, of which the coupons or dividend 
warrants become payable at regular intervals. Under such 
circumstances a large balance would be due from abroad each 
year, and what we wish to prove now is tha? when a country 
is so situated it will receive the balance, not in the form of 
gold or silver, but in the form of goods or securities, always 
provided the conditions mentioned above be fulfilled. 

For if the balance were to be paid in gold or silver, 
redundancy of money would quickly ensue. But redundancy 
of money leads to the raising of prices, and the raising of 
prices to increase of imports and decrease of exports. Thus 
the balance of payments would become unfavourable. 

Great Britain furnishes a striking example of what has 
just been said. Her imports of merchandise are always greater 
than her exports, and the excess is rapidly increasing. In 
1856-59, it amounted to £29,000,000 per annum only ; but 
in 1865-69 it had reached £56,000,000;- in 1876-79, 
£119,000,000; and in 1892-95, no less than £131,000,000 
per annum. This made some people uneasy at first. They 
regarded it as proving that the country was consuming more 
than it produced, which shows that the teaching of the 
Mercantile school still retained some hold on people’s minds. 
But it simply confirms the doctrine just propounded. Large 
sums become due to Great Britain every year in respect of 
interest, freight, commission, and profits, and in normal times. 
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owing to the action of the banks, these sums will not be paid 
in gold; or in the event of part of them being so paid, the 
gold will be quickly exchanged for more useful things ^ 

A condition the reverse of that of England may also exist. 
Take the case of a country that purchases foreign securities 
every year, or keeps constantly increasing the number and 
extent of its foreign undertakings. So long as the annual 
income derived from the securities and undertakings is less 
than the capital annually sent abroad, such a country will 
have to remit a balance abroad every year. But if the 
amount of money in circulation in the country is just 
sufficient ; if, at the same time, the ratio of exchange with 
other countries does not alter, and the country’s standard metal 
does not appreciate in the world market, the balance spoken 
of will be remitted in the shape of goods. Were it remitted 
in gold or silver, prices would drop, exports increase, imports 
(IiTriiui.sh ; and thus, by a change in the balance of payments, 
the exported bullion would be brought back into the country. 

Our second conclusion has a practical bearing. What 
happens when a country restricts its imports by imposing high 
import duties ? In that case the exports ultimately experience 
a similar reduction. Although the importance of this con- 
clusion in forming an opinion of what is called the protective 
system must be evident to all, we will say a word or two to 
emphasise it. 

Suppose that a country exports goods to the value of 
£50,000,000 per annum, for which it receives in payment— 

£45,000,000 in goods and 
£5,000,000 in securities. 

Thus the account is settled in full. Presently, however, imports 

1 In normal times 1 There was, in fact, a great preponderance of imports 
over exports of bullion and specie in 1894 and 1896. This excess amounted— 

In 1892 to £2,419,924. 1 In 1894 to £10,765,164. 

„ 1893 „ 3,656,104. 1 „ 1895 „ 15,038,961. 

This is accounted for by the large increase in the amount of “ private deposits ” 
at the Bank of England. The amount of these deposits in the last week of 
December was— 

In 1892, £29,400,000. I In 1894, £32,800,000. 

„ 1893, 29,300,009. 1 „ 1895, 48,500,000, 
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of foreign merchandiso are so hampered by high import 
duties as to fall from £46,000,000 to £36,000,000. Thus 
the account no longer balances, and one of the following three 
things must happen. 

The value of the annual imports of securities will have to 
increase by £10,000,000. But how is this to be brought 
about by increasing import duties ? Such duties will not 
cause annual aggregate savings to increase ; on the contrary, 
they will cause many articles to become dearer, so that there 
will be more likelihood of decreased than increased purchases 
of securities. The difficulty cannot therefore be solved in 
this way. 

Or again, £10,000,000 worth of bullion will have to 
be imported. But is it likely that it will ? In a period of 
increasing wealth Holland once increased her stock of bullion 
by some £7,000,000 to £8,000,000. This was between 
1866 and 1876, and it took her ten years to do it. At that 
time the Dutch currency needed replenishing ; otherwise she 
would either not have acquired this additional £7,000,000 to 
£8,000,000, or else she would have got rid of them again 
after a short while. A country already possessing a sufficient 
stock of money to meet the requirements of internal trade, 
cannot increase the stock without causing a rise in prices ; and 
we know what happens then. The newly imported money can 
be held in reserve for a while, it is true ; we should then 
observe a considerable increase taking place, either in the note 
circulation or in the deposits of the banks. But redundant 
money cannot remain idle for good, and as soon as it gets 
into circulation it begins to produce its usual effect. 

The only remaining solution then would consist in a reduc- 
tion of the exports of merchandise by £10,000,000, and that 
IS, in fact, what would take place. In this way the account 
could be got to balance again. In some cases, it is quite clear 
what the articles are, of which less will be exported when 
the imports of certain other articles are obstructed. If 
Holland, with the view to fostering her cotton - spinning 
industry, were to prohibit the importation of yarns, many of 
her cotton- weaving businesses would be ruined, and her 
exports of woven goods would fall off considerably. Were 
she to close her ports to foreign wheat and rye, many grazing 
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lands would be put under the plough once more, and there 
would practically be an end to Dutch exports of cattle, sheep, 
and dairy produce. Were she to place any check upon her 
imports of iron machinery, steam engines would become 
dearer in Holland, and this would have an adverse efEect on 
Dutch exports of manufactured goods in general. Even the 
rise in freights, which would necessarily take place in con- 
sequence of rolling-stock and vessels having to reach Dutch 
ports in a partly empty condition, would have an injurious 
effect on Dutch exports, in consequence of imports being sub- 
jected to high duties.^ The social structure is not so simple, 
however, as to permit of our being always able to indicate 
exactly the articles, of which the exports will be impeded 
when high import duties are levied upon other articles. Still, 
there can be no reasonable doubt that any reduction of the 
total ^mount of yearly imports must sooner or later be 
followed by an equal reduction of the total amount of 
exports. A careful study of the causes which regulate the 
balance of payments will show this. 

It would appear, therefore, that it is a mistake to suppose 
that native industry ” is benefited when we apply the pro- 
tective system; it is simply diverted into another channel. 
The increased import duties destroy just about as much native 
industry as they create. And we shall find in a later part of 
this work that in most cases such a change in a country’s 
production as may be brought about in this way is not a 
change for the better. 

Here, then, we have one of the most important conclusions 
to which we are led when we study the theory of foreign 

^ The experience of Austria after 1784 aSords proof of this (cf. Ealke, 
Geschichte des deuischen ZollwesenSf p. 324, Leipsic, 1869). The imports of 
a large variety of different articles had at that time been prohibited by the 
Government, whereupon there followed a considerable falling off in exports. 
“ Such a prohibition as this,” writes a contemporary, “ is a cruel tax levied 
upon many millions of people in order to be divided among a few thousand 
manufacturers. With the very same hand with which we prevent foreign 
merchants and manufacturers from bringing their wares into our country, we 
also prevent them from becoming purchasers of our produce, which we are 
anxious to sell, not only because they are neither able nor willing to pay ready- 
money for everything, but also because the freight comes to too much, siuce 
the carrier no longer gets any return freight. Hence many hundreds of tons of 
copper are lying in our warehouses,” and so on. Cf. also G. K. van Hogendobp, 
Bijhragen tot de huishouding van Stoat, vol. i. p. 130, et seg. 
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exchanges. By doing so we become acquainted with the 
relation between imports and exports ; we are made to see 
that, regarded from the standpoint of society as a whole, the 
two acts of importation and exportation constitute but a 
single act, of which diSerent people each perform the half, 
namely, the act of exchanging with foreign countries. There 
would be no need for proving this if every one were in the 
habit of paying goods and securities for such goods and 
securities as he himself had bought. But in most cases this 
does not take place, and hence we occasionally lose sight of 
the connection existing between what is done by the one and 
what is done by the other person. This connection is revealed 
by the theory of foreign exchanges. It is immaterial whether 
the people by whom goods are imported from abroad and 
those who pay the foreigner with other goods are identical; 
if they pay with gold or silver, and that gold or silver is 
indispensable for internal trade, prices then reach such a level 
as to bring about the return of the exported metal in exchange 
for various kinds of products, so that payfhent is made in 
products after all. 

To sum up: so long as there do not exist any causes 
connected with the currency itself, and therefore productive of 
a constant efSux or influx of bullion, our cuMrent accounts with 
other nations must (taking one year with another and allowing 
for temporary disturbances) be settled on such terms as would 
be the case if every individual did pay his foreign debts 
in goods and securities, and did require the payment of any 
balances owed to him in the same manner. 
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THE REGULATION OE CURRENCIES 

'§l'' 

Fixity of Value between the Divisionary Money and the 
Full Legal Tender Money 

We conclude this part of our work with a few observations 
about the regulation of currencies, under which head we 
include all measures, whether national or international, which 
should be adopted in the interest of the currency. But first, 
we will remind the reader of a few things with which he is 
already acquainted. 

The coinage of every country may be divided into two 
groups: the divisionary money and the full legal tender 
money, as it is now called. The former, as its name implies, 
is only used for paying small sums or completing large pay- 
ments. The currency laws of all countries contain a provision 
according to which nobody is obliged to accept more than a 
certain sum in divisionary money. In England this sum is 
forty shillings for silver and one shilling for copper coins ; in 
Germany, twenty marks and one mark ; in Holland, ten florins 
and twenty-five cents respectively. As befits its purpose, the 
divisionary money always consists of the coins of minor 
denomination. In England it includes all below the half- 
sovereign, in Holland all below the half-fiorin. 

The second group, that of the full legal tender money, 
includes all the coins in which debts up to any amount may 
be legally discharged. Formerly the classification used to be 
different. The coinage was said to consist of divisionary 
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money and standard money, a classification which, can no 
longer be adopted, now that there are coins which are legal 
tender for any amount, although they cannot properly be 
called standard coins. Dutch rix-dollars, florins, and half- 
florins are no longer standard coins. Neyertheless, they are 
full legal tender, and herein lies the distinction between them 
and the divisionary coinage. The expression, “ full legal 
tender money, has, therefore, a wider application than rightly 
belongs to the expression, '' standard money.” It covers, not 
only standard money, but also the larger silver token money, 
of which there is now so much in circulation, 

Now, one of the first principles to be observed in the 
regulation of currencies is that the divisionary money should 
stand in a fixed relation of value to the full legal tender money. 
Care must be taken that nothing shall disturb this relation, 
even temporarily. There are various requirements which the 
currency of a country should fulfil. It should provide a suit- 
able assortment of coins, neither too much nor too little variety 
of denomination ; the different kinds of coin^ should be readily 
distinguishable from each other, and be kept in a good con- 
dition ; the currency should consist exclusively of coins of the 
country itself, i,e. not contain an admixture of coins of neigh- 
bouring States. All these are points of importance, which 
could be discussed at some length in a monograph dealing with 
the theory of money. But here we propose to confine our- 
selves to the cardinal points, and among these is the one 
mentioned. Without fixity of value between the divisionary 
money and the full legal tender money, a sovereign, for instance, 
might be worth 18 shillings one day and 20 or 21 shillings 
another. Then the currency would be in a state of confusion. 

The divisionary money is exposed to the twofold danger, 
that it may either rise or fall in value relatively to the 
other money. So far as a rise is concerned, the danger has 
become so slight since the fall in the price of silver, as to 
practically amount to nil, and we only mention it as a matter 
of form. Take English silver money, for instance. From an 
ounce troy of standard silver the Eoyal Mint coins divisionary 
money to the value of 66 pence, so that if the price of silver 
in the world market were to rise beyond 66 pence, it would 
actually pay to melt down shillings and other English silver 
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coins provided they were of full weight. But we must go 
back to the year 1760 to find silver fetching as much as 66 
pence per ounce, and now it is quoted at less than 30 pence. 
Or take the silver divisionary money of Holland. According to 
the Dutch law the 25-cent piece must contain 2-288, the 10-cent 
piece 0*896, and the 6-cent piece 0-4384 grammes of fine 
silver. With that metal at its present price, those quantities 
of silver would only fetch 12, 4-7, and 2*3 cents respectively 
in gold. One is rather disposed to ask whether the difierence 
between the nominal and metallic value of the silver divisionary 
money of most countries has not become much too great, seeing 
that a very large profit could now be made by counterfeiting 
it. So far, hovrever, nobody seems to have done so. Experience 
has shown that the divisionary money can be coined in pieces 
of smaller metallic value than was formerly deemed advisable. 

The profit arising from the difference between the nominal 
and the metallic value of the divisionary money accrues to the 
State, the Government alone being authorised to coin such 
money. This adfantage seems greater than it is in fact, since 
the cost of mintage is much heavier for small than for large 
coins. Moreover, it has become the custom in Holland to 
melt down rix-dollars for conversion into divisionary money, 
the object being to reduce the number of existing rix-dollars 
to some extent every year ; an advantage, however, which is 
very slight in proportion to the cost which it entails. 

Let us now turn to the subject of the means for prevent-- 
ing depreciation of the divisionary money. Depreciation is 
caused by redundancy ; hence the divisionary money must 
never become redundant. The Government should coin as 
much of it as is necessary, but no more. In former times 
this rule was frequently neglected. Between 1764 and 1805 
Prussia minted forty-five million thalers in divisionary money, 
with the result that that money depreciated considerably after 
the curtailment of Prussian territory under Napoleon.^ From 
1816 to 1843 the Dutch Government minted 4,700,000,000 
copper duits for her Indian Colonies, and we know the dis- 
advantage that accrued in consequence.^ 

^ Of. W. Roscheb, System der Volkswirthschaft, 

^ Of. ante, p. 434. As to the excessive issue of copper money in Russia and 
Sweden, see Kupfergeldhrisen, by A. Brugbiner, St, Petersburg, 1876. 
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The difficulty of properly regulating the quantity of 
divisionary money is greatest in countries where none but 
gold coins are full legal tender. We may assume that there are 
in Holland about £3,958,000 in gold ten-florin pieces, besides 
£11,633,000 in silver rix-dollars, florins, and half-florin pieces, 
or in all about £15,591,000 (including that in the vaults of 
the Netherlands Bank), in which debts up to any amount may 
be legally discharged; but the divisionary money in that 
country is estimated at £825,000 only, or slightly over 5 per 
cent, of the whole of the metallic money. No gold pieces 
of a less value than 2| florins, or, say, is, 2d., are coined by 
any of the existing Mints ; coins even of that size are in fact 
not greatly desired in most countries. Out of a total of 
8,251,000,000 francs in gold coined in France in the period 
1803 to 1877, only 233,000,000, or less than 3 per cent., 
consisted of five-franc pieces. Out of a total of 2,895,000,000 
marks in gold coined in Germany in the period 1872 to 1896, 
only 27,900,000 marks, or less than 1 per cent., consisted of 
five-mark pieces. The English Mint coins ho gold pieces of 
less value than the half-sovereign. As a certain amount of 
small coins is required in those countries where the full legal 
tender money only consists of gold, a larger amount of these 
coins than elsewhere must, of course, be divisionary. 

This furnishes a strong reason for not introducing the gold 
standard in its purest form into a country where civilisation 
is still in a backward condition, and more especially where 
the labour price is very low. In such a country small pay- 
ments would be so numerous in proportion to large ones that 
the divisionary coins would be almost as extensively needed 
for trade purposes as the full legal tender coins. Instead of 
being, as it should be, a subsidiary, the divisionary money 
would then become a chief component of the currency, and 
fixity of value between the difierent kinds of coinage would be 
difficult to attain. Plans have repeatedly been discussed for 
introducing the gold standard in its undiluted form into 
British India, in order to achieve uniformity of standard 
between that extensive colony and the mother country. The 
British Government, however, has so far wisely abstained from 
adopting any of these plans. A regulation of the divisionary 
coinage in a country like British India, where many small 
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coins are required, would be impossible if the gold standard 
were in operation there, unless the silver token money were 
allowed to remain in circulation as full legal tender, which 
would mean applying the gold standard in a diluted form 
only.^ 

One of the means for preventing depreciation of the 
divisionary money — though difficult to apply in an extensive 
country with few transport facilities — consists in affording 
opportunities in many places for exchanging such money for 
coins of larger denomination. The Dutch Law of March 28th, 
1877, contains a clause on this subject. In Article 6 of that 
Law the Government is required to designate offices where it 
shall be possible to exchange bronze divisionary money for 
coins of higher denomination. There is no corresponding pro- 
vision, however, with respect to the silver divisionary money : a 
defect in the law which it would be well to remedy.^ Although 
the divisionary money never depreciated, it would be only right 
that every one should be able to dispose of superfluous small 
silver coin in exchange for larger money. 

§2 

Fixity of Value Between the Coins constituting the Full 
Legal Tender Money — The Single and the Double 
Standard 

If the divisionary money is to stand in a fixed relation of 
value to the full legal tender money, there must be fixity of 
value between the coins of which the latter group itself is 
composed. This brings us to a second principle to be observed 
in the regulation of currencies, a very important principle, 
independently of its bearing on the divisionary coinage. 

Under the single standard no appreciable fluctuation 
in the relation of value is possible between coins constitut- 
ing the full legal tender money. The sovereign must always 

^ Ot. Tijdschrift voor Nederlandsch Indie, 1876, vol. ii. pp. 425-450, where 
there is a very instructive essay by Er. S. C. H. Nederburgh, entitled : Proeve 
van een onderzoeh ter beantwoording der vraag : Is de zuiver gouden muntstan- 
daard in Nederlandsch Indie besfaanbaar ? 

2 It liag ]300j;i remedied by the new Coinage Act of May 28th, 1901, clause 
12.--A. A. W, 
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be worth two half-sovereigns. In Holland, before 1873, a 
rix-dollar was necessarily always worth 2| florins. True, the 
cost of mintage is relatively heavier for small than for large 
money; but that is the sole circumstance which can occasion 
any disturbance here, nor can the disturbance ever amount to 
much. Moreover, it is preventible. Let the law provide that 
all persons ordering large money to be coined at the Mint 
shall be required to order a certain quantity of small money to 
be coined at the same time. Should a demand for small money 
then arise, the Government will be provided with the means for 
meeting it. 

Here the single-currency standard presents its most attrac- 
tive side to our view; this partly explains why many people 
prefer it. Fixity of value between the various components of 
the currency is so essential a requisite in any well-regulated 
monetary system that we need not be surprised to find special 
importance attached to it. And under no system ^s this 
fixity better assured — apart from the divisionary money — than 
under that of the single standard. With th^ other systems it 
has to be striven after ; special measures have to be adopted in 
order to attain it. Here it comes spontaneously, as it were. 

The two other systems are the double standard and that 
under which one metal is taken as a standard, while money 
coined from the other is token money. We will take the 
double standard first. Suppose that in Holland there were 
free coinage, not only of gold pieces, but of silver florins 
and rix-dollars as well, what could be done in order to pre- 
vent an alternating ratio of value between the gold and silver 
coinage ? 

The answer is quite simple. If Holland were the only 
country where the currency was regulated on these lines, 
nothing could be done. It is very easy to prove this, now 
that we are acquainted with the theory of foreign exchanges. 
Silver in London is worth about 30^Z. per ounce troy at the pre- 
sent time, and at that price the pound sterling equals about 24 
florins in Dutch silver money. As bills on London are now 
quoted in Holland at about 12* 10 florins per pound sterling, a 
great inducement would exist for people to avail themselves of 
the freedom to coin silver. Bills on England could be bought 
for 12*10 florins per pound sterling, and for one pound sterling 
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one conld obtain a quantity of silver capable of being converted 
into 24 florins in Dutch silver money. A most noticeable 
change would thus take place in the Dutch balance of pay- 
ments, since there would be no article which it would be so 
advantageous to import as silver. And this movement would 
not come to an end until Dutch silver money (which now 
follows gold in its fluctuations) had fallen to its metallic 
value. 

But what would happen to the Dutch ten-florin pieces in 
the meantime ? We know that it pays to export gold from 
Holland as soon as the Dutch price for bills on London rises 
beyond 1.2-10 florins per pound sterling. The bulk of the gold 
coinage of Holland would therefore be exported in a very sWt 
time. Gresham’s Law would operate as unfailingly as ever. 
To apply the double standard with a ratio of 15| ; 1 ^ as 
between gold and silver, while the ratio in the world market 
was 31^: 1, would inevitably result in the expulsion of gold. 
The overrated metal, i.e. silver, would supplant gold. The few 
ten-florin pieces Mt in the country would soon be worth double 
their face value in silver money. 

We have had an object in describing all this in detail ; it 
was designed to lead up to an important question. Suppose 
Germany were \to .adopt the measure assumed above to have 
been adopted in HoUand ; suppose France and the other 
countries of the Latin Union were to follow the same example ; 
suppose then the' United States, instead of a limited permis- 
sion (as under the Bland and Sherman Acts), were to grant 
unrestricted liberty, to coin silver; lastly, suppose Great 
Britain were to reintroduce the double standard as it existed 
in 1816, with a ratio of 15-5 : 1 ; suppose aU this to happen, 
would the succeeding events be precisely what we have just 
found that they must inevitably have been in Holland, in 
the event of the double standard being introduced in that 
country 1 

The reader will probably be inclined to answer in the 
affirmative. Why, he might ask, should the succeeding events 
not be precisely the same? An ounce of silver, he might 
argue, is now worth only ^ of an ounce of gold in the world 

1 The ten-florin piece contains 6-048 grammes of gold; the florin 9-45 
grammes of silver ; so that as 6-048 : (10 x 9*45) : : 1 : 15f. 
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market. If, in all the countries named, an ounce of silver 
money be regarded as the equivalent of or of an ounce 
of gold money, it means that silver money is being greatly 
overrated, a circumstance which must inevitably lead to its 
•supplanting gold money. 

A little reflection, however, will show that this argument 
is fallacious. It fails to take into account the influence of 
supply and demand on the value of things in exchange. If 
Holland, Germany, the countries of the Latin Union, Great 
Britain, and the United States try to exchange all their gold 
for silver, so that there arises a demand for tens, nay hundreds 
of millions of pounds' worth of silver, while a corresponding 
supply of gold is thrown on the market, the relation of value 
between the two metals cannot possibly remain unaltered. 
The mere throwing open of the Dutch Mint for silver would 
cause the price of that metal to go up. Silver would not 
remain long at 30(i. per ounce if the double standard were 
introduced in Holland. How would it be, then, if the same 
system were introduced in all the great comSiercial countries ! 
We may be quite sure that the mere probability of such a 
thing would send up the price of silver to its former level. 
This would no doubt be followed by the return of a certain 
amount of that metal from Asia, but the imported silver 
would be quickly absorbed over so wide an area. 

Herein lies the answer to the question as to how fixity in 
the ratio of value between the two kinds of money is attained 
under the double standard. Such fixity can only be attained 
when the system is applied over a very extensive area ; but 
once the system is so applied the fixity is ensured. If the 
double standard were introduced on a uniform basis by all 
the great commercial countries, there would arise a fixed 
relation of utility between gold and silver as media of pay- 
ment. And, as we have already seen,^ a fixed relation of 
utility naturally leads to a fixed relation of value. 

This is the new theory of bimetallism, in which most 
prominent writers of the day concur. We need have no 
hesitation in speaking of it as one of the most important 
results achieved by economic investigation during the second 
half of the nineteenth century. All that it was possible to 


^ Bm ante, p, 360. 
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say of tke double standard before was, that it would occasion 
confusion in the currency of any single country or small group 
of countries. Now we can say more. While fully admitting 
the truth of the proposition as it stood before, we are now 
in a position to add the words: but when applied over an 
extensive area, the double standard operates in a salutary 
manner. 

The mistake of the past lay in not recognising the 
fact that Gresham’s Law (according to which the underrated 
is supplanted by the overrated metal), though indeed an 
obstacle to the successful working of the double standard 
when applied to a small area, is a positive guarantee for its 
successful working when applied over a very wide area. If 
there were a constant ratio of utility between wheat and 
rye in one small country only, then the relation between the 
prices of the two kinds of grain would not adjust itself in 
conformity to that ratio ; but if the ratio of utility between 
the two kinds of grain were constant in all countries, and were 
everywhere the s^Itoie, then wheat and rye would have a fixed 
value in relation to each other. It is the same with gold and 
silver. Introduced in a single country, the double standard 
develops into an alternating standard ; either metal in turn 
fetching a premiun^ over the other. Introduced on a uniform 
basis by a large number of States, however, the double standard 
brings about great constancy in the ratio of value between gold 
and silver. 

One would hesitate to speak with such perfect confidence 
on this point if Gresham’s Law had ever been known to fail. 
We have been able to see from various examples, however, that 
there is no economic law on which greater reliance can be 
placed. Contrary causes appear to be quite powerless against 
it. If free coinage of both metals were conceded, and the 
banks of issue of all civilised countries were required to pur- 
chase gold and silver in a fixed proportion, Gresham’s Law 
would afford us absolute certainty that the very smallest differ- 
ence in the world market between the real and the uniformly 
accepted ratio would elicit a very strong demand for the 
depreciated metal. If, for example, the ratio were 1 : 15*6, 
so that the Netherlands Bank were to purchase silver, for 

of the price (1,648 florins) which it now pays for (gold, 
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or 106‘32 florins the kilogramme, then, if silver were to drop 
to 106 florins the kilogramme, all the bankers in Holland 
would try to get possession of as much of it as possible at 
that price in order to earn | per cent, — an uncommonly hand- 
some profit in that line of business. This would happen in 
Holland ; and were the depreciation of silver to be general, it 
would happen everywhere. But how long would the deprecia- 
tion last ? It is only by overlooking the effect of supply 
and demand on the value of things that the very great differ- 
ence between the operation of the double standard over a 
large, as compared with its operation over a small area, can 
be disregarded. 

And yet it is this very law of supply and demand that 
opponents of international bimetallism are so fond of invok- 
ing. What should we think, it is asked, of an agreement 
among the various countries, whereby it was provided that 
in future two bushels of wheat should everywhere and at all 
times be worth the same as three bushels of rye ? Gold and 
silver, whether coined or uncoined, are condBnodities, and the 
value of things relatively to each other depends not upon 
decrees or conventions, but upon economic causes. 

Those who argue thus overlook one very important thing. 
Wheat and rye derive no single useful attribute from legis- 
lation ; can it be said, however, that legislation has no effect on 
demand and supply in the matter of bullion ? There was a 
time when only silver was sent to Germany when her balance 
of payments was favourable ; now only gold is sent. Can it 
be said that legislation has had nothing to do with the change ? 
In the eighteenth century the ratio of value between the two 
metals fell, and then England exchanged practically the whole 
of her silver for gold. Would this have been the case if the 
single silver standard had been adopted with the Recoinage 
Act ? In 1893 the Indian Mints were closed so far as the 
coinage of rupees was concerned ; the Sherman Act was 
repealed in the same year in the United States. When we 
compare the average price of silver for the year preceding, 
with that for the year following 1893, we find that it dropped 
from 39‘75d. to 28‘9M. per ounce. Was this no more than 
a mere coincidence ? 

There is yet another reason why the objection is un- 
voL. r 2 p 
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founded. It is impossible, say tbe objectors, to regulate the 
ratio of value between gold and silver by treaty. But nobody 
has ever proposed that it should be regulated by treaty. An 
agreement to introduce the double standard on a uniform basis 
is an international regulation of the currency, neither more nor 
less. Such an agreement contains no declaration to the effect 
that an ounce of gold shall always and everywhere be equiva- 
lent to 15*6 ounces of silver ; what it does declare is, that 
whosoever has a debt to discharge, shall be free to use so many 
sovereigns or so many shillings, so m'any ten-florin pieces or so 
many rix-dollars, at his choice. And those who wish to see 
such an agreement brought about, merely express the expectation 
that great fixity in the ratio of value between gold and silver 
would naturally result from it under the ordinary rules of 
supply and demand. Nor do they base their expectation on 
theoretical considerations alone ; they base it upon accurate 
observation of what has always happened under the operation 
of the double standard ; upon the fact, which has been estab- 
lished over and dVer again and never disputed, that whenever 
the coinage of both metals is declared free, the overrated, 
and therefore relatively depreciated of the two, is used in 
preference to the other for purposes of coinage. They hold 
that gold could no^j continue for long in a state of depreciation 
relatively to silver, or silver relatively to gold, if in all parts 
of the civilised world people were hastening to avail them- 
selves of the advantage to be derived from such a state of 
depreciation. 

Some, too, have thought to disprove the doctrine which we 
are advocating by a reductio ad ahsurdum. If it were true, 
they say, then the double standard might be introduced at 
a ratio of 1 to 1, or 1 to 100 — ^in fact at any ratio. What- 
ever ratio one adopted, the relation of value between the two 
metals would always conform to that ratio. 

Certain bimetallists have not hesitated to accept this 
conclusion. They forget that gold and silver are used for 
other purposes besides those of media of exchange. The 
industrial demand for gold would immensely increase if gold 
could be had at the same price as silver ; on the other hand, 
it would be greatly weakened if gold were a hundred times as 
dear. We must bear in mind that it is only the relative 
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utility of gold and silver as media of exchange that could 
be regulated by an international agreement. This utility is 
of great importance, it is true, but it is not everything. The 
demand for gold and silver is to a very large extent due to 
the fact that specie is needed, but it is not due to that fact 
alone. 

There is a third objection. If the relation of value as 
fixed between gold and silver specie were also to become that 
between gold and silver bullion, the consequence might be that 
production of the one metal would be greatly stimulated, while 
that of the other ceased altogether. The existing stock of the 
latter would then be gradually used up in the industries, so 
that ultimately coins of the other metal alone would be found 
in circulation ; in which case we should no longer have bi- 
metallism. The one metal would have superseded the other 
as money. 

Suppose, for instance, that the agreement provided, that from 
1 ounce of gold and from 15*5 ounces of silver respectively, 
there should be minted quantities of coin representing the same 
face value, and that this really resulted in the relation of value 
between gold and silver becoming as 1 : 16*5, or in other words, 
in the market price of silver rising to 60‘85d, per ounce. Now 
the production of silver went on increasing coiffeiderably in recent 
years, even with the price of silver falling ; not until SOd. was 
reached did it come to a stop. Hence, the production of silver 
would revive, nay, it would reach unprecedented dimensions. 
But then the entire currency, of which gold formed a part, 
would become redundant, and therefore gradually lose in pur- 
chasing power. Consequently, the incentive to produce gold 
would gradually decline. The output of gold would diminish 
year by year, and at last no gold at all would be produced. 
When that time had come, such gold as was required in the 
industries could only be got by melting coins, and the longer 
this process continued, the nearer we should be getting to the 
time when all gold would have disappeared from circulation, 
and even from the vaults of the banks. 

The ideas underlying this argument have been represented 
by means of the graphic method with remarkable clearness.^ 

^ See Mr. laviNG Fishee’s article entitled : “ The Mechanics of Bi- 
metallism,*’ in The Economic Journal of 1894:, pp. 527-537. 
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But no such method is required to render the argument 
intelligible, and nobody can deny that what it describes belongs 
to the domain of possibilities. If, as regards fluctuations in 
their value, the two metals are connected in much the same 
way as two bodies of water, having a connecting pipe between 
them, then any great increase in the stock of silver must 
reduce the value of the entire circulating medium, including 
that of gold. It is conceivable that this reduction in values 
might cause gold production to cease entirely ; and were this 
to happen, a time would certainly come when gold pieces would 
no longer be found except in the cabinets of coin collectors. 

But what are the chances of this possibility ever being 
realised ? The cause which weakened the production of gold 
would (since it operated upon the entire circulating medium) 
also weaken the production of silver, for the producer of the 
latter metal would require, as a minimum compensation for 
his efforts, not a certain quantity of gold, but a certain quantity 
of goods, and, b;^ hypothesis, this quantity would constantly 
decrease. It may be that a given ratio of value between gold 
and silver would affect the production of the former more than 
it would that of the latter metal ; as to this, however, nothing 
can be said a priori. Probably the labour required for 
obtaining gold an^ silver would be less for the one and the 
other metal alternately. Such has always been the case, and 
there is no reason to suppose that it would be otherwise. 

It is true that if bimetallism were introduced now, at the 
ratio of 1 : 15*5, a strong impulse would be given to the pro- 
duction of silver ; but this ratio, which was much in favour 
fifteen years ago, would no longer be acceptable. It would 
give the rupee a value nearly 50 per cent, higher than that 
which it has at present, and double the value of the Mexican 
dollar, another coin which circulates very largely in Eastern 
Asia. Incalculable confusion would result. Assuming that 
any scheme for the introduction of bimetallism may still be 
thought of at all, it would have to give full consideration to 
the great interests which have become bound up in the de- 
preciation of silver, more especially in Asia. Provided these 
interests were considered, there would be no need to fear that 
the introduction of bimetallism would cause either metal to 
supplant the other. The objection which we have mentioned 
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is important rather from a theoretical than from a practical 
point of view. 

Unfortunately, however, it must be admitted that, after 
the great fall which has taken place in the value of silver, the 
whole controversy regarding bimetallism has more theoretical 
than practical importance. When it began, opinions were 
greatly divided as to the scientific basis of the system. If it 
had been possible to agree on that point, the question of the 
ratio would have been easily solved. Now things are in an 
entirely different condition. Many of the best writers no 
longer dispute the correctness of the scientific basis ; but the 
question of the ratio has become insoluble. To countries 
possessing large quantities of silver token money, standing 
in a ratio of 15*5, or 16 ; 1, to the gold coins of the same 
nominal value, any other ratio than that just mentioned 
would occasion great loss. Take an example. In ^Holland 
10 florins or 4 rix-dollars (94*5 grammes of silver) are worth 
as much as a ten-florin piece (6*048 grammes of gold), and the 
ratio between 94*5 grammes of silver and*i6*048 grammes of 
gold is 16f . If the ratio of 25 : 1 were to be adopted, then 
the weight of the florin would have to be brought up to 

= 16*12 grammes of silver, whigh would make it 

necessary for Holland, quite apart from her colonies, to purchase 
as many times 5*67 {i.e, 15*12 — 9*45) grammes of silver as 
.^there are florins, and as many times 14*175 (i.e. 2| x 5*67) 
grammes of silver as there are rix-dollars in circulation in 
that country. The five-franc pieces of the Latin Union and 
American dollars would have to be increased in weight in 
about the same proportion. Naturally, countries which have 
large quantities of silver token money are not prepared to 
make the great monetary sacrifice which would be required 
for this purpose. Consequently, those countries are not much 
disposed to discuss the question of bimetallism on any other 
basis than that of a ratio of about 15*5 ; a basis which the 
other countries cannot accept, and which indeed they would 
now be right in rejecting. Not until a strong and continu- 
ous rise in the value of silver has caused the question of the 
ratio to cease to be a point of difference, will there be any reason- 
able chance of the introduction of international bimetallism. 
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§3 

Standard Money and Token Money 

Thus for a long time to come the question as to how fixity 
of value between the different full legal tender moneys of a 
given monetary system can be achieved, when those moneys 
consist partly of silver token coins, must remain a very import- 
ant and vital one. 

We partially answered this question when we mentioned 
the Dutch Law of April 27th, 1884. So long as a currency 
is not redundant it cannot depreciate as a whole, nor will 
there be grounds for anticipating depreciation of one of its 
component parts relatively to the other. It is only when 
the stock of money threatens to exceed the demand, owing 
either to imports from abroad or to diminished need of 
media of payment, that the token coinage begins to be in 
danger of depreciation. Then, according to the principles of 
the quantitative theory, a reduction of that stock becomes neces- 
sary, and the weakness of the monetary system which we are 
now discussing lies in the fact that under that system the 
reduction referred to does not take place automatically. If 
the English curr^cy became redundant, so that the 113 
grains of gold in the sovereign became less valuable in 
England than in France, the prices of foreign bills in England 
would undergo an immediate change, and so many notes would-- 
be applied for at the Bank in exchange for gold that the local 
redundancy would speedily disappear. But if the Dutch 
currency were to become redundant there would be no enact- 
ment compelling the Bank to issue gold. Nor could an obliga- 
tion to do so be imposed on the Bank until the 80,000,000 
florins of silver token money lying in the vaults of that institu- 
tion had been replaced by the State with gold. 

But what the Bank is not obliged by law to do, it ought to 
do voluntarily in so far as its resources may permit. It should 
always place its stock of gold at the disposal of the public for 
export whenever there is need to prevent a rise in the foreign 
exchanges, i,e, to counteract a redundancy of money. For this 
purpose the Bank should strengthen its stock of gold in normal 
times as much as possible ; it should collect the gold which it 
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receives day by day and circulate little of it. Gold pieces are 
not necessary for inland trade ; they are a convenient means 
of payment, but in this respect small paper is equally good 
and even better. For export purposes, however, only standard 
money can be used ; and if the Bank is to be adequately 
supplied with such money, it must not be too ready to part 
with it in order to supply wants which can be equally well 
met with token money. 

The Netherlands Bank has pursued this line of conduct 
since the coming into operation of the Law of June . 6th, 1875, 
introducing the ten-florin piece. It was some time before 
people could understand on what principle the Bank was 
acting. Both its parsimony in issuing gold when required for 
inland purposes and its liberality in issuing the same when 
required for export aroused astonishment. As a matter of 
fact, the one was quite consistent with the other. If^ for the 
purpose of averting depreciation of the token currency, it be 
absolutely necessary that in the event of a redundancy of 
money gold should be procurable at the Baifk at par, then the 
Bank must neglect no means of rendering this possible. The 
rights conceded and the position assigned to the Bank make it 
the duty of that institution to do all in its power to prevent 
confusion of the currency — in so far as it <^n do this without 
neglecting some still higher duty. 

These last words require some explanation. When, in 
J883, the stock of gold in the Bank kept steadily decreasing, 
and fears began to be entertained that before long it would be 
entirely exhausted, the Government brought in the proposal 
which became law on April 27th, 1884, and with the purport 
of which the reader is already acquainted.^ That proposal 
excited much controversy at the time. Such a law, people 
said, was not necessary for the purpose of preventing deprecia- 
tion of the token currency ; the Bank could at once stop 
exports of gold by raising the rate of interest, for a rise in the 
rate of interest leads to a reduction of the amount of the 
uncovered note circulation, and as soon as that amount has 
been sufficiently reduced money ceases to be redundant. Why, 
then, introduce a law, the execution of which will always entail 
considerable financial sacrifices ? 


^ See ante, p. 440, 
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The error of this reasoning lay in disregarding the evils of 
a rise in the rate of interest and ignoring the principal function 
of every bank of issue. A bank should never be urged to 
raise its rate of interest until the amount of its metallic 
reserve is in danger of becoming too small ; if any of the 
components of that reserve are insufficient, this is a defect in 
the currency which the bank shoiild certainly endeavour to 
counteract, but which it should not be desirous of remedy- 
ing at all costs. It is true that an increase in the rate of 
interest leads to a decrease of the uncovered note circula- 
tion, and may therefore counteract a depreciation of the silver 
coinage. In addition to Government notes, the currency of 
Holland, other than that in the Netherlands Bank, consists of 
four factors : (1) standard money, (2) token money, (3) covered 
bank notes, and (4) uncovered bank notes ; if the total be 
redundant, the standard coins be too scattered to admit of 
their being collected for export in anything like large quanti- 
ties, and the metallic reserve held against the note circulation 
consist exclusively of token money, then indeed a remedy 
may be found in reducing the uncovered note circulation. 
But it is not desirable that this should take place, for it 
would entail on those who are in the habit of receiving credit 
from the Bank, a Sacrifice which, in such a case, should fall 
on the community as a whole. It was demanded at the time, 
that the Bank should restrict its credits by increasing the rate 
of interest, not because the Bank lacked means, nor because^ 
the convertibility of its notes was in any danger, but for a 
reason quite foreign to the purpose of the Bank’s existence ; 
very rightly, the Legislature was unwilling to concur in the 
demand. When the Bank’s stock of gold is exhausted, it 
should raise the rate of interest only in the event of recourse 
to that expedient being necessary for the purpose of observing 
the rules of good banking administration, and not for the 
purpose of averting confusion of the currency. It is for the 
Government to guard against the latter in such circumstances, 
and in Holland the Law of April 27th, 1884, places the 
Government in a position to do so. 

Nevertheless, there is one thing having reference to credit, 
which may rightly be expected of the Bank in this case, and 
that is a reduction of the bills drawn on places abroad. 
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A central banking institution may certainly hold a certain 
stock of these bills in the place of redundant gold, provided it 
have no hesitation in parting with the bills if required, or when 
the state of the currency renders such a course desirable. The 
Dutch Banking Law of August 7th, 1888, prescribes nothing 
on this point ; it only prescribes a certain relation to be 
preserved between the stock of foreign bills and the total 
amount of the reserve surplus. It is obvious, however, that 
in this the Bank will always take account of its stock 
of gold. In other terms, it will regulate its investments in 
foreign bills in such a manner that the stock of gold, as 
compared with the stock of silver money, be not too much 
reduced. 

The line of conduct to be pursued by a Central Bank in 
relation to the interests which we have been considering would 
be fully indicated by the foregoing, were it not necessary 
to add a word of warning against a practice which obtains 
in the Bank of France. It is reprehensible on the part of a 
bank to raise its rates of interest in order to fulfil a duty for 
which the Government is responsible. But it is still more 
reprehensible on the part of a bank if, in order to escape 
or defer the necessity of raising its rate (d interest, it takes 
advantage of its legal right to refuse to issue gold for purposes 
of export, because in that case a premium on gold may arise. 

.-Jt is usually pleaded in defence of such a policy that far 
greater harm results from an increase in rates of interest than 
from a premium on standard coins — a proposition which can 
scarcel)?" be demonstrated, for, however great the number of 
those may be who get credits from the Bank, it is never so 
great as the number of those to whose interest it is that a 
fixed relation of value should be maintained between the 
different coins of the same currency. Unless there be cer- 
tainty that gold will be forthcoming in the event of its 
being needed for export, there is no fixed limit to the extent 
to which the foreign exchanges may rise; they may rise 
far above the gold par. Such a rise would upset many 
calculations; it would bring unexpected gain to those who 
had to draw bills on foreign debtors, and unexpected loss 
to those who had to remit bills to foreign creditors. No 
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Central Bank ought to resort to such means with the object of 
sparing those who are in the habit of obtaining credit from it 
the disadvantage of increased rates of interest — ^a disadvantage 
which they could not escape if the currency were in a sound 
condition. Every one who gets advances from the Bank, or 
carries on his business in such a way as will oblige him to get 
paper discounted at the Bank from time to time, knows that 
the rates of interest are liable to change. He will gain and 
lose alternately by such changes. Want of fixity in the 
mutual relation of value between the different coins of the 
currency, and great uncertainty as to the height to which 
the prices of bills on places abroad may rise, constitute a far 
greater evil than want of fixity in the rates of interest ; the 
more so that the fluctuations in the rates of interest may be 
kept within very narrow bounds by prudent bank management. 

So long^as a bank possesses a stock of gold in addition to its 
silver token money, it should act as if it possessed nothing but 
gold whenever the currency threatens to become redundant. 
Any departure frofia this rule is a false step. 

But, without positively refusing to issue gold, a bank may 
obstruct the exportation of that metal by evincing dissatisfac- 
tion with those who wdsh to export it, and thus making them 
apprehensive lest tfee bank should, some day, refuse them credit 
on the usual terms when they happen to need it. Such a 
policy on the part of a bank is also to be deprecated. As 
soon as a profit is to be made by exporting gold, it is expedientp«. 
that that metal should have free egress, and the bank should 
place no difficulties whatever in the way of this trade. Such 
tactics are either successful or they are not ; in the former * 
event they do harm, and in the latter they are unnecessary. 
They have never been resorted to in Holland, notwithstand- 
ing the fact that the silver token money circulating in that 
country and in her East and West Indian colonies consti- 
tutes a far larger proportion of the total currency than is the 
case with the corresponding money in the countries of the 
Latin Union, in Germany, and in the United States. What 
better proof can we have of the correctness of the system 
pursued in Holland, than the fact that the Dutch gold coinage 
has never since its introduction been at a premium as 
compared with florins and rix-dollars ? The relation of value 
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between the different kinds of coins which make np the currency 
of Holland has not for one moment been disturbed. 

§4 

The Disadvantages of Excess or Scarcity of Money 

Hitherto we have been discussing the different components 
of the currency in their relation to each other. But there 
are also certain qualities which the currency as a whole is 
required to exhibit, and among these we again find mention 
made of ‘^fixity of value.” Here, however, the expression 
requires some explanation, as we are no longer applying it 
to the relation between coins of different kinds, in which case 
its meaning was unequivocal. 

The facts that the cost of production (in labour, etc.) 
undergoes no change, and that nothing occurs to alter the 
distribution of incomes, afford no guarantee against great 
changes in prices and money wages, for nfbney may become 
scarce and thus gain, or it may become redundant and thus 
lose, in purchasing power. Changes in the general level of 
prices, in such circumstances, show that the currency is lacking 
in the quality of ^‘fixity of value,” and n?) misunderstanding 
can arise from the use of that expression. When all goods 
cost the same in labour as they did before, and the terms 
— ^f distribution of incomes remain the same, then fixity of the 
value of money is simply fixity of prices and money wages. 

In text-books of economics we find it stated that fixity of 
^ value is one of the most needful qualities which a currency 
can possess. Can we accept this proposition ? Yes ; but 
only conditionally — that is to say, subject to the reservation 
mentioned above. When nothing happens in reference to 
goods and labour, which would of itself suffice to alter their 
prices, then it certainly is most desirable that the currency 
should possess fixity of value, i.e. of purchasing power. But 
people frequently neglect to mention this reservation, with 
the result that the expression Gxitj of value,” as represent- 
ing one of the qualities which the currency should possess, 
has been understood in too wide a sense, probably in a much 
wider sense than was contemplated by those who insisted 
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upon its necessity. They probably had the reservation in 
their mind ; but, as has frequently happened in the domain 
of economics, a proposition which was conceived in a condi- 
tional, but expressed in an absolute sense, has been inter- 
preted by some persons in the latter sense. The perfectly 
correct theory which maintains that, provided cost of produc- 
tion and terms of distribution of goods remain the same, 
the purchasing power of money should do so, has been 
converted into the very questionable proposition that the 
purchasing power of money should remain the same under all 
circumstances. 

From this proposition the most important deductions have 
been drawn. Silver fell from 62d. to 38d. per ounce between 
1872 and 1892, and people said that, by the very fact of 
doing so, it afforded proof of its “ fixity of value,” seeing that 
the prices of goods as expressed in gold had -fallen in just 
about t£e same proportion on an average. Thus the purchas- 
ing power of silver had altered but little, while that of gold 
had altered considerably ; from which it was concluded that in 
the last quarter of the nineteenth century silver had exhibited 
greater “ fixity of value ” than gold. 

We do not propose to inquire here into the accuracy of 
the statistical data invoked by those who argue thus. We 
do, however, emphatically protest against the interpretation 
which has been given to a well-known dictum. If fixity of 
value were to mean fixity of purchasing power under 
circumstances, we should be -wrong in requiring that money 
should exhibit that quality. There are cases in which it is 
most desirable that money should gain or lose in purchas- 
ing power relatively to goods; cases in which it would be 
impossible for money to retain its original purchasing power 
without giving rise to trade disturbances. 

For example. Suppose the cost of production (in labour, etc.) 
to be reduced for all articles. According to the theory which 
we are endeavouring to refute, no general fall of prices ought 
to follow from that reduction. How, then, are the labourers 
to benefit by the favourable change which has come about ? 
There is only one way in which they can do so, and that is 
by an increase in their money wages. Thus in order that 
money may be able to exhibit the desired quality of “fixity 
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of value/' it becomes necessary that a general rise of wages 
should take place. Will that rise take place at once ? And 
if it should, may it not be too slight in some places, too 
great in others ? According to the correct conception of 
the quality of '^fixity of value," things will take an entirely 
different course from that just described. Prices will decline, 
and that is all Money will then acquire increased purchas- 
ing power in relation to goods, not to labour. But why 
should this be deemed objectionable, seeing that it is due to 
a cause resident not in the money itself but in the goods ? 

Let us reverse the hypothesis and suppose that, instead 
of being reduced, the cost of production (in labour, etc.) is 
increased for all articles. The simplest thing now is that 
wages should remain the same but that all prices shall go up. 
But according to the theory of fixity of purchasing power, 
prices must remain unaltered and all money wages must fall. 
Do the supporters of that theory realise what this implies ? 
If the fall in money wages does not take place immediately, 
depression will ensue in many branches of*industry ; but no 
general fall in wages is likely to take place without many 
strikes and lockouts. 

Let us now suppose the change in the cost of production 
to be confined to a certain number of arti(4es. Suppose there 
are 1,000 different kinds of goods, and that 400 of them are 
affected by the change. According to the correct conception, 
^he prices of these 400 articles will now have to be either 
raised or reduced. But if money must neither gain nor lose 
in purchasing power, a difficult practical problem arises. A 
general movement in prices in two directions will then have 
to take place. If the 400 articles become cheaper on the 
average, then the 600 will have to become dearer ; otherwise 
the purchasing power of money must undergo a change. It 
has been contended that fixity of the purchasing power of 
money discourages speculation and imparts greater calm and 
stability to economic conditions. Subject to the reservation 
stated above, this is true; but if we omit to make that 
reservation, the proposition is untenable. The examples just 
given prove this, and at the same time show that, if we 
insist upon having fixity of purchasing power, we must make 
a choice. As soon as events like those described take place. 
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l(| , ■ money must gain or lose in purchasing power either in rela- 

I ^ tion to goods or in relation to labour. It cannot retain its 
/'i i; original value in relation to both. And up to the present 

- nobody has thought fit to explain why fixity of purchasing 

I i - power in relation to goods is to be preferred to fixity of 

1 purchasing power in relation to labour. 

|| ' Seeing, then, that the expression fixity of value of money 

I has given rise to misconception, we must paraphrase it. What 

!j we have to understand by the rule that money shall pos- 

|i| ; sess fixity of value is this. There must be fixity in the 

. relation between supply and demand as regards money ; no 

, matter what changes take place in the prices of goods, those 
changes must never be caused by redundancy or scarcity of 
; money in relation to the demand, whether such demand be 
unchanged or not. Every rise or fall in the price of goods 
must be^ traceable to circumstances directly related to the 
^ ; goods themselves, or to changes in the distribution of incomes. 

'*'■ condition of things be other than this, then the money 

is lacking in the q^lity of fixity of value, 
y' But the advantage of fixity of value in money, as thus 

,t| explained, is far from being universally admitted ; in fact, it 
ify is only admitted partially and subject to a proviso. All 

y ; agree in regarding of money as disadvantageous, but 

j . all do not agree in regarding redundancy of money in that 

1,, . light. More than a century and a half ago, David Hume 

I', contended that redundancy of money operates beneficially 

Jlji j, insomuch as it stimulates all kinds of enterprise, for the 

:|r rise in wages resulting from it only comes about slowly, and 

until wages have risen all profits are greater.^ Indeed, the 
prosperity which arises from this is only temporary, according 
I' to Hume j but others maintain that it must be permanent, 

l', ; because of the reduction of indebtedness which the redundancy 

I money brings about. When money loses in value, the same 

j,„; interest weighs less heavily on the debtor ’than it did before. 

■j; Special stress has been laid upon this point by MacCulloch, 

by W. Stanley Jevons,^ and among later writers by Mr. L. l' 

,,s ^ Essay xxy., on Money. “It is easy to trace the money in its progress 

; through the whole commonwealth, where we shall find that it must first quicken 

’ the diligence of every individual before it increases the price of labour.’" 

2 Investigations into Currency and Finance (London, 1884), pp. 96, 97. 
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Price ^ and F. A. Walker.^ But it is Jevons in particular 
wlio speaks with strong emphasis. According to that writer, 
depreciation of the currency has almost the same effect on the 
community as the cancellation of his debts would have on a 
bankrupt. 

It is difficult to pass an opinion regarding this last 
assertion, since many of the data needed for enabling us to 
form a correct judgment concerning it are lacking. If we 
want to know who, as a rule, loses most by the depreciation of 
money, we must know how the money is distributed, what 
classes of creditors have to wait longest for payment, by what 
classes the largest amount of shares and debentures respec- 
tively are held. Among the creditors who lost, we should find 
those in receipt of pensions, the holders of small amounts of 
Government stock, and those who had money in the Savings 
Bank. Among the debtors who gained, we should find, not 
only the small landowner with a heavy mortgage on'^his pro- 
perty, but the great landowner as well, who would experience 
relief in respect of his liability for land tai: (if that tax was 
not reassessed at frequent intervals), or in respect of other 
special charges which he had to bear. We ought not, off-hand, 
to assign those who would gain or lose by the depreciation of 
money to the particular classes of society whose condition 
we happen to take most interest. Jevons may be right in 
what he says, only we have no proof that he is. 

^ But what about the quickening effect which is said to be 
produced by redundancy of money ? The effect is quite real, 
but it only manifests itself in certain industries, and at the 
price of depression in others. And the further course of 
things will be this : where briskness sets in, depression will 
follow ; where depression sets in, briskness will ensue. 

A few words will suffice to make this clear. The rise in 
all money wages and rents either* takes place at once or it 
comes about slowly. In the former event, the stimulating effect 
ascribed to the depreciation of money will be wanting; in the 
latter, a temporary depression must ensue in those industries 

^ Monty and its Belations to Prices (London, 1896), pp. 37-39. 

^ “ The Relation of Changes in the Volume of the Currency to Prosperity,” 
in the Economic Studies of the American Economic Association, vol. i. No. I, 
pp. 36 et sey. 
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of which the products are chiefly purchased by the labouring 
classes, and the number of people engaged in such industries is 
great. These people wiU have to pay more and more for their 
various raw materials, but they will not get proportionately 
higher prices for their products. Nor will it be the labouring 
classes alone who will be temporarily placed in a less favour- 
able position ; pensioners, annuitants, all whose property is 
invested in debentures, landowners who have let their land for 
a number of years, officials whose salaries are fixed by laws or 
regulations — all of these, while their incomes remain the same, 
will have to pay higher prices for many things. These, there- 
fore, will not be the classes among whom good sales will be 
effected. How will the building trade be affected ? Building 
materials will probably have become dearer, while the rents of 
the smaller classes of dwellings will be more likely to have 
fallen than risen. 

Thus depression must inevitably ensue in certain industries. 
The movement involved in the depreciation of money is often 
represented in su«jh a way as if necessarily finished products 
were always the first to go up in price ; but what assurance 
have we that the process will not in many cases begin at 
the raw materials, and that the finished products will not be 
the last to be a:^cted 1 As often as this happens— and it 
frequently does happen,— instead of expecting increased activity 
we must look for the reverse. 

Of course, this depression must everywhere eventually gi ve 
place to activity, but also the activity, wherever produced, musT* 
again give place to depression. Both were the result of the 
temporary changes. The redundancy of money did not operate 
with equal effect on all prices, whence there arose in some cases 
favourable, but in others adverse, circumstances for men of 
business. The adverse circumstances will disappear, but so 
also will the favourable circumstances, and all that is built up 
on the assumption of their duration must collapse. The greater 
the activity produced by the redundancy of money, the more 
lagfing the depression by which that activity will be succeeded. 

The theory of which we are now speaking has of late 
assumed a new and very peculiar form. Owing to the fall 
in the price of silver, the price of bills on countries having a 
gold currency has, as we are aware, gone up very much in the 
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countries having a silver standard. When the rupee stood at 

I. 9, lOcZ .5 a HU on London for £1,000 did not fetch as much as 

II, 000 rupees ; after the rupee had fallen to la. M., such a 
bill fetched more than 17,000 rupees. It is the opinion >of 
some that great profits must have accrued to the silver standard 
countries from this ; that the rise in the prices of foreign bills 
operated in the same way as a premium on exports or a pro- 
tective duty on imports. Be it so. It is true, and we have not 
failed to draw attention to the fact, that high prices of foreign 
bills, brought about by such a cause as this, temporarily 
stimulate exports and temporarily check imports. This two- 
fold effect was manifested in British India, for under the 
influence of the declining silver prices, her balance of payments 
became more favourable, and she received larger quantities of 
silver than before ; in so far as this was the case, it may be 
stated with truth that the export trade of British India was 
stimulated and her import trade checked. But was this an 
advantage ? Is the wealth of a country increased by parting 
with more goods, receiving less goods in exchange, and having 
the difference made up with bullion which will depreciate 
before long ? Only a Mercantilist could answer this question 
in the affirmative. 

There is, however, as we have seen, just particle of truth 
in this theory, and it is this, that a rise in the prices of 
foreign bills brought about by depreciation of bullion in the 
^w orld market has for a time the same effect as a protective 
duty or a premium on exports. There is not a single particle of 
truth, however, in another theory, which has an apparent con- 
nection with that just mentioned, and according to which a 
similar effect is produced by a rise in the exchanges due to an 
extensive issue of inconvertible paper money. Issuing incon- 
vertible notes on an extensive scale leads to an unfavourable, 
and not to a favourable balance of payments ; it is not by issuing, 
but on the contrary by restricting, the issue of uncovered 
notes, that exportation of goods is promoted and importation 
checked. There is a great difference between redundancy of 
money arising from its importation from abroad and redundancy 
of money due to increased circulation of paper money at home. 
In the former case the prices of foreign bills rise at once and 
become the cause of changes in prices. In the latter case the 
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prices of foreign bills are the very last things to rise, and 
their rise, instead of being the cause, is the result of the 
changes in prices of commodities. The notes get into cir- 
culation where they are not wanted. The prices of many 
"things then go up, and as a result the balance of payments 
''becomes unfavourable, a fact which manifests itself in the 
rates of exchange on foreign countries. But the alteration 
in these rates does not in this case operate like a premium 
on exports or a duty on imports ; it is a symptom of the 
condition of things. It comes not at the beginning, but at 
the end of the movement. It does not alter the balance of 
payments, but is the result of the alteration of that balance. 

By not observing this, people have fallen into strange 
errors. For instance, in recent years the corn exports of the 
Argentine increased very considerably, and the increase co- 
incided with a strong rise in the Argentine rates of exchange 
on forefgn countries due to the excessive issue of paper money. 
It was sought to establish a connection between the two 
occurrences; in feet, the second was declared to be the only 
conceivable explanation of the first.^ This was quite wrong. 
The issue of inconvertible paper produced the same effect in 
the Argentine as it does everywhere ; it caused the balance of 
payments to becopie ui^vourable, thus causing the imports to 
increase at the cost of i&e exports. If at the same time the 
production and exports of corn increased, the remittances 
abroad increased still more. The strong increase in the pre^ 
duction of corn was caused by the construction of railways 
— the sum total of the mileages open for traffic were 1,646, 
4,506, and 8,322 in 1882, 1888, and 1893 respectively— 
by the great influx of capital into the Argentine, and by a 
considerable amount of emigration to that country. Those 
who ascribe* to the issue of uncovered bank or Government 
notes the effect of furthering exports and impeding imports, 
must accept the conclusion that if in a particular country 
the stock of gold at the Bank were to become too low, it 
would be witW the power of the Bank to replenish it by 
granting credits on an extensive scale, and thus putting a 
large amount of paper into circulation ; the prices of foreign 


1 See article by W. E. Bear in the Economic Journal for 1895, pp. 516- 
526 ; and La Crise des Changes, by Edmond Thi^ry, Paris, 1894. 
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bills would then rise, and we might be asked to remember 
that high prices of foreign bills affect the balance of payments 
favourably. Of' course, by acting in this manner the Bank 
, would aggravate the evil instead of remedying it. The rise 
in prices of foreign bills acts as a corrective in such cases;; 
it is true ; without it the balance of payments would be more^ 
unfavourable still. But this does not prove what it is 
desired to prove. The rise does not act as a premium on 
exports in such cases, it merely weakens the check on exports 
produced by the rise in the prices of goods ; it does not act as 
a protective duty on imports, it simply lessens the stimulus 
which that rise in prices would, by itself, give to imports. 

The importance of fixity of value in money in such a . 
sense as was explained has now been shown. The conse- 
quences of scarcity of money differ but little from l^hose of 
redundancy of money. It is not true, as is sometimes asserted, 
that the former causes nothing but depression, and the latter 
nothing but activity ; both depression and ’’activity result in 
either case. Whether the one or the other will ensue for a 
given industry will depend upon what prices are the first to 
change — those of the raw materials or those of the finished 
products. Manufacturers will wish to chsmge in prices to 
begin at raw materials in times of scarcity, and at finished 
products in times of redundancy of money. But all manu- 
-w^acturers will not see their wishes realised ; hence temporary 
prosperity will be the lot of some, while others will experience 
temporary adversity. Moreover, in times of scarcity of 
money, the prosperity will be succeeded by adversity, and 
the latter again by prosperity ; for both will be due to a 
temporary cause, namely, reduction or increase of margins^ 
which will ere long become normal again. 

There is one important difference, however. In the case 
of increased prices brought about by redundancy of money, 
imaginary profits are made ; in the case of reduced prices 
brought about by scarcity of money, imaginary losses are 
sustained. The former lead to excessive expenditure, the 
latter to increased economy. Hence the community as a 
whole will be more wealthy after a period of scarcity than it 
will after a period of redundancy of money. 
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What means should be adopted by each State in particular, 
or by all civilised States in concert, in order to impart to the 
currency that conditional fixity of value of which we have been 
speaking ? 

The answer to this question may be given in the form of 
three propositions : — I. In the case of a particular State, fixity 
of value of money will only be achievable when that State 
adopts as her standard metal, such metal as shall be employed 
by most civilised nations for the same purpose. II- The 
introduction of international bimetallism would promote fixity 
of value of money. Ill- The issue of inconvertible notes on 
an extensive scale operates adversely to fixity of the value 
of money not only in the country of issue, but also in other 
countries. 

(I.) The following remarks may help to make the first of 
these propositions clearer. Obviously, the metal used by the 
most highly civilised nations for coinage purposes is one of 
which there is a plentiful stock in existence ; for this reason 
alone the value oT that metal will be less liable to be affected 
by every increase or decrease in its production. There is 
much controversy as to the true cause of the depreciation of 
silver. Has that depreciation been caused by the greatly 
increased production of silver, or by the fact that many 
countries have closed their Mints for silver, so far as the 
coinage of full legal tender money is concerned ? Both of 
these facts have helped to bring about the depreciation. 
the production had not increased, then we should have seen 
a fulfilment of the anticipations expressed in 1873 by certain 
people, that silver would become unstable, but would not, on 
the whole, lose much in value. But even if the Mints had 
not been closed to silver, that metal, in spite of its increased 
* production, would not have depreciated very much, for the 
supply would have been confronted by demand.^ The greater 
the area over which a given quantity of water can spread 
itself, the lower will be the level to which the surface of that 
water can rise. The same thing applies to any given cause 


1 We would refer the reader to the very interesting statistical chart given 
by Dr. N. P. van den Berg in the journal De Oids for 1892, Part II. p. 230. 
It shows the course of production of gold and silver in combination with the 
changes in the relation of value between the two metals. 
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inherent in the currency, and having a tendency to raise 
prices. The wider the area over which such a cause is free 
to operate, the less will be the degree in which it can achieve 


its efiect. 

To this we must add that, as a rule, civilised countries 
have a highly developed banking system. By alternately 
increasing and restricting the imcovered note circulation the 
effects of temporary scarcity or redundancy of metallic money 
may be neutralised. And this also helps to impart fixity of 
value to the currency. 

(II.) The second proposition is a corollary to the first, 
being based upon the same consideration. In discussing the 
theoretical objections to international bimetallism we pointed 
out that every change which occurred in the value of either 
metal would be communicated to the value of the other. 
That being so, a shortage in the production of gold, for 
example, could be made up for by an increased production of 
silver, or the effect of an excessive production of the latter 
metal strongly counteracted by a reduced production of the 
former, if by an international convention between all civilised 
countries it were agreed to accept both metals as universal 
standard metals with a uniform ratio of value between them. 
We must bear in mind, it is true, that in this matter there are 
unfavourable as well as favourable contingencies. If it were 
possible to predict with certainty that gold would never 
-•income either scarce or redundant, then the countries in 
which the gold standard is now in operation would never 
be able to find any gain in a measure that connected their 
own standard metal with some other. This certainty is 
lacking, however; as has already been said, past experience 
^ves us far more reason to expect that there will be alternate 
periods of inadequate and excessive production of gold. In- 
ternational bimetallism makes the area over which both gold 
and silver are standard metals co-extensive with the surface 
of the globe, to the exclusion only of rmcivilised countries, 
and of those with inconvertible paper. It thus provides an 
extensive field for any additions to the existing stocks of 
gold or silver, and over that wide area these stocks will be 
so large that an increase in the demand for money, unless 
it be uncommonly strong, will not cause a decline in prices 
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of goods within the area in question. We know that, 
under existing circumstances, insuperable obstacles stand in 
the way of the introduction of international bimetallism. 
But the circumstances may alter, and then it will be our 
business to insist that the opportunity to do what is now 
impossible shall be seized without delay, 

(III.) And now as to the third proposition. It is a matter 
of common knowledge that issues of inconvertible paper cause 
the money of the country in which they take place to lose all 
fixity of value. We wish to point out, however, that when 
this error is committed on anything like an extensive scale, its 
consequences are not confined to the country itself, but extend 
to other countries. When the United States, at the time of 
the Civil War, put some hundreds of millions of dollars in 
Government notes into circulation, this not only gave rise to a 
premium on gold in the States themselves, but caused the 
supply of gold everywhere else to be increased, by reason of 
the fact that that metal was driven out of the country in large 
quantities. When the Bank of France, between 1870 and 
1873, increased her uncovered note circulation by about 
1,800,000,000 francs, the effect on Europe was the same as 
if treasure to that amount had been discovered and distributed 
all at once. The« movements in the markets for goods and 
securities which led up to the crisis of 1873 were undoubtedly 
due in some measure to this cause. And when a great 

country, which has entered on the evil course of issuing lar gii» 

amounts of inconvertible paper, retraces its steps, it needs 
bullion for that, purpose. The demand which such a country 
creates then operates just as detrimentally as did the supply 
which it created before. Formerly it caused redundancy, 
now it causes scarcity. Every step in the wrong direction 
causes disturbances, but so also does every serious effort to 
retrace such a step. There is a close relation between the 
economic conditions of the various nations ; under the influence 
of the growth of commerce, that relation is becoming ever 
closer and closer. And the manner in which one great nation 
attends to its economic interests may have important results 
for many other nations. There is no domain in which this 
truth is more clearly manifest than in that of currency. 
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NOTES 

Part L Ohap. IL § 3, p. 87, — In order to form a correct 
estimate of Caeey^s historical assertion, it will be interesting to 
consult A. Meitzen, Siedelung and Agrarwesen der Westgermanen imd 
Ostgermanen (1895), vol i. pp, 44 and 171, as also what J. R. Mucke, 
UrgeschicMe des Ackerbaues und der ViehmicM (1898), p, et seg., 
wrote in support of Meitzen’s views. Carey’s assertions are not 
confirmed by the results of recent investigations. 

Part I. Chap. V. § 4, p, 254. — On the effect^ of the taxation of 
entreprenexirs* premium consult K. Wioksell’s able chapter, entitled 
‘‘Die Besteurung des Mon opolge whines,” in his Finanziheoretische 
Untersuchungen, Jena, 1896. 

Part L Chap. VI. | 2, p. 269, footnote 1. — These words are also 
quoted by Mr. and Mrs. Webb in their later work, Industrial Demo- 
cracy (vol. i. p. 215), but with the following addition : “But this 
extension of the ostracism from the workplace to the home, from 
hidustrial relations to social life, is repugnant to British working- 
class sentiment, and has never extensively prevailed. However 
illogical may be the distinction, there is a general feeling, now 
spreading, we think, to other classes of society, that it is in- 
expedient to extend social ostracism beyond the sphere of the 
offence.” It appears, however, also from this work (vol. i. p. 213), 
with what a degree of severity members of Trade Unions act 
against non-members, though at the present time only peaceful 
means are used. “We know personally ” — so the authors write — 
“ of no instance in which, during the present generation, physical 
violence has been used to compel Trade Union membership.” 

Part I. Chap. VI | 3, p. 284.— On J. S. Mill’s dictum, 
“Demand for commodities is not demand for labour,” Professor 
Marshall made some acute critical remarks in his Principles of 
Economics {itla edit. vol. i. p. 624), to which attention must be 
drawn. 

Part I. Chap, VI. § 6, p, 305.— The doctrine here expounded is 
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in substance no other than that of Eicardo, chap, xxxi., On 
Machinery.” It is well known that this chapter is only to be found 

in the third edition. _ 

See also the able study of Professor J. Shield Nicholson, on 
“ The Effect of Machinery on Wages,” of which a revised edition was 

published in 1892. , f t 

Part I. Chap. VI. § 6, p. 307.— Compare the diagrams of J. 
Laurence Laughlin, on p. 518 of his work; 3. a. Mills 
Principles of Political Economy, abridged, with critical, bibliographical, 
and explanatory notes. New York, 1895. Also D.^F. CHLOSS, 
Methods of Industrial Bemmeration, 2nd edit., London, 1894, chap. v. 

Part I. Chap. VI. 5 7, p. 324. — On the relations between wages 
and food consult Professor F. S. Nitti’s article in The Econom%c 
Journal oi 1896, pp. 30-63, especially what the author says about 
the Italian immigrants in the United States. _ _ 

Part I. Chap. VII. § 7, pp. 380-382.— My objections to the 
system of mean Index Numbers have been set forth in The Ecorwnm 
journal of 1896, p. 127 et seq. ; they have been answered by 
Professof Edgeworth in the same volume of that journal, p. 

132 et seq. ■ , . v -i i. j • 

Part II. Chap. I. § 1, p. 406.— Gresham’s law is elucidated in 

a very striking manner by P. Leroy Beaulieu, in his TraiM 
d’iconomie politique (Paris, 1896), vol. iii. p. 364. ^ ^ 

Part II. Chap. I. § 1, P. 410. — By an Act of the Indian 
Legislature, passed on September 15th, 1899, the English gold 
coin was declared illegal tender at the rate of one sovereign for 

16 rupees. . . ri 

Part 11. Chap. 1. § 2, p. 421.— On the movement in favour of 

the single standard oii the Continent before 1870, particulars a,re 
given in P. Leroy Beaulieu’s Traitd d’iconomie politique (vol. iw 

p. 294). , , I 1, 

Part II. Chap. I. § 3, p. 426. — In addition to what has been 

said in the text about the German monetary system, mention must 
be made of the Act of June 1st, 1900, which ordered the withdrawal 
of the gold pieces of 5 marks and of the 20-pfennig pieces, and 
fixed the Ttia.-vimn-m amount of divisionary silver coins at 16 marks 
^per headi or 5 marks more than the Act of 1873. It was enacted 
at the same time that the thaler-pieces should be gradually with- 
drawn according as they should be required for the coining o 
small silver money. The object of this law obviously is to avoid 
the necessity* of melting and selling, at a loss, as bar silver the 
remaining thalers. They will now be gradually converted into 

divisionary silver coins. i j- i • 

The Handworterhuch der Staatswissenschaften, 2nd edit. voJ. vi. 
p. 526, contains a sharp criticism of these measures. ^ 

Part II. Chap. I. § 3, p. 428. — In virtue of an Imperial Decree 
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of September 20thj 1899, measures bave been taken for the with- 
drawal of the Austro-Hungarian Government notes. These notes 
cease to be legal tender after February 28th, 1903, but for six 
months after that date they will be accepted at the public offices. 
Then, till August 31st, 1907, they will be only exchangeable at the 
Austro-Hungarian Bank and its branches. Since September 1st, 
1901, no issue by Government offices of incoming notes has been 
allowed {Bulletin de Statistiqm et de Legislation Comparie^ vol. ii. 
p. 296). 

Part IL Chap, I | 4, p. 435. — ^The measures here referred to 
regarding the old copper coins, then still circulating in some parts 
of the Dutch Indies, have since been embodied in the Act of July 
22nd, 1899, and fully carried out. 

Part II. Chap. I. § 4, p. 442.- — ^All the various Acts regarding 
the Dutch monetary system have since been replaced by a general 
‘'Coinage Act, 1901.” 

Part II. Chap. 1. § 5, p. 448. — -The monetary system of the 
United States has been much strengthened by the Act of March 
14th, 1900, which prescribes that all the various coins shall be kept 
in a fixed relation of value in regard to one another, on the basis 
of the gold dollar. Moreover, it makes the United States notes 
and the Treasury notes of 1890, referred toi on page 443, re- 
deemable in gold, and provides that it shall be the duty of the 
Secretary of the Treasury to set apart a reserve fund for this 
purpose of $150,000,000, which is to be replenished whenever it 
becomes necessary to do so. Measures have also been taken for 
the gradual retirement of the Treasury Notes of which the 

amount at the passing of the Act was $86,770,000. 

Part II. Chap. II. § 6, p. 481.’ — The maximum issue of the 
!gank of France has been raised in 1897 to 5,000 millions of francs. 

Part II. Chap. IL § 7, pp. 485, 486. — The German Bank law 
has been modified, June 7th, 1899. The aihount of the uncovered 
notes, free of taxation, has been raised, for all the Banks together, to 
541,600,000 marks, for the Beichstanh alone to 450,000,000 marks. 
The latter maximum was raised still further by 10,000,000 marks 
afterwards, by the Bank of Frankfort having given up its right of 
issuing notes, and it will be increased by another 10,000,000 marks, « 
because the Siid-deutsche Notenbank has declared its intention to 
give up its right of issue likewise. 

It has also been enacted that the BeichsbanJc shall not discount 
below its official rate, whenever the latter has risen to 4 per cent., 
and that in no case shall it do so without giving notice of the same 
and of the rate at which it takes bills, in the Official Gazette. The 
private banks of issue are prohibited from discounting at a lower 
rate than the Beichsbank whenever the latter charges 4 per cent, or 
more. In no case are they allowed to discount at less than ^ per 
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cent, below tbe official rate pf the MeichshduJc, or than ^ per cent. 

below the actual rate. . , r i j. 

Part II. Oiap. II. § 9, p. 509.-The Swks Bill here referred to 

has been rejected hj^a referendum on February 28th, 1897. In 
1899 a new Bill was presented tending to the creation of a Jbanque 
natiomle Sv,isse, which shall he a private coinpany, administered 
with the concurrence and under control, of the State (see 
Statistique et de Legislation Cmpark, 1899, vol. ii. pp. 407-412). But 
the two branches of the legislature could not come to an agreement 
as to the place where the Bank should be established, and so the 

^IL ' Chap. II. § 9, p. 514. — The United States Act of 
March 14th, 1900, above mentioned, also contains provkions on 
banking matters; The minimum capital required for a bank has 
been fixed at $200,000, which minimum, however, is lowered to 
$100 000, $50,000, and $26,000 for places whose population does 
not exceed respectively 60,000, 6,000, and 3,000 inhabitants. At 
the same time, the Government has been empowered to issue, not 
below the par value, bonds bearing 2 per cent, interest, in exchange 
for bonds bearing 3, 4, and 5 per cent, interest, redeemable respec- 
tively in 1908, 1907, and 1904. The National Banks, as has been 
said on page 611, -formerly got only notes to the amount of $90 
for every $100 deposited in bonds, and they had to 
(d 1 per cent, per annum on the outstanding notes. The $80 have 
now beeniraised to $100; and the tax has been reduced to one- 
half per cent, fdr the notes secured by bonds bearing 2 per cent. 


END OE VOL. 1 


LIMITED, Edinburgh, 


Printed hy 



